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PART I

[In this Report, the terms “we,” “us,” “our” and similar terms refer to Bank of the Carolinas Corporation
separately and as the context.requires, on a consolidated basis with
our banking subsidiary, Bank of the Carolinas. Bank of the Carolinas is
sometimes referred to separately as the “Bank.”]

Item 1. Business.

GENERAL

We are a North Carolina-chartered bank holding company that was incorporated on May 30, 20086, for the sole
purpose of serving as the parent bank holding company for the Bank, The Bank is an insured, North Carolina-chartered
bank that began operations on December 7, 1998, under the name “Bank of Davie.” On August 18, 2006, we completed a
corporate reorganization and share exchange in which the Bank became our wholly-owned bank subsidiary. Upon
completion of the reorganization, each of the 3,825,192 outstanding shares of the Bank’s $5.00 par value common stock
was converted into and exchanged for one newly issued share of our $5.00 par value common stock.

“The Bank’s directors and executive officers also serve as our directors and officers and, when the reorganization was
completed, the Bank’s shareholders became our shareliolders owning the same percentages of our common stock as they
previously owned ‘of the Bank's stock. The reorganization had no impact on the Bank’s banking operations. Our
consolidated capitalization, assets, liabilitics, income and expenses immediately following the reorganization were

substanhally the same as those of the Bank immediately prior to the reorganization.

We currently have no separate operations and conduct no business on our own other than owning all the Bank's
outstanding common stock and supporting its business. Our headquarters are located in the Bank’s main offices in
Mocksville, North Carolina, and, through the Bank, we engage in a general, community-oriented commercial and
consumer banking business. The Bank’s deposits are insured by the FDIC to the maximum amount permitted by law.

BUSINESS OFFICES

The Bank has eight full-service banking offices. Its main office at 135 Boxwood Village Drive in Mocksville, and its
Advance office, are located in Davie County. Its other offices are located in Asheboro (Randolph County), Cleveland and
Landis (Rowan County), Harrisburg (Cabarrus County), Lexington ( Davidson County), and King (Stokes County).

BANKING MARKET

Our current banking market is located in the central Piedmont region of North Carolina and generally consists of
Davie, Davidson, Cabarrus, Randolph, Rowan and Stokes Counties, which are the six counties where our banking offices
are located. Our banking market lies in the “Piedmont Crescent” between the Greater Charlotte Metropolitan area on the
south and the Piedmont Triad Cities of Winston-Salem, Greensboro and High Point on the north, and between Interstate
Highway 77 on the west, and Interstate Highway 73 on the east.

SERVICES

Our operations are primarily retail oriented and directed toward individuals and small- and medium-sized businesses
located in our banking market. The majority of our deposits and loans are derived from customers in our banking market,
but we also make loans and have deposit relationships with individual and business customers in areas surrounding our
immediate banking market. We also solicit certificates of deposit on the Internet through Express Data Corporation’s
Quick-Rate CD clearing house and we accept brokered deposits. We offer a variety of commercial and consumer banking
services, but our principal activities are the taking of demand and time deposits and the making of consumer and
commercial loans. Qur primary source of revenue is the interest income we derive from our lending and investment
activities. However, we also generate income from other fee-based products and services that we provide.




LENDING ACTIVITIES

General. We make a variety of types of consumer and commercial loans to individuals and small- and medinm-
sized businesses for various personal, business and agricultural purposes, including term and installment loans, equity lines
of credit, and overdraft checking credit. For financial reporting purposes, our loan partfolio generally is divided into real
estate loans (including home equity lines of credit), commercial loans, and consumer loans. We make credit card services
available to our customers through a correspondent bank.

Real Estate Secured Loans. QOur real estate loan classification includes loans secured by real estate which are
made to purchase, construct or improve residential or commercial real estate, for real estate development purposes, and
for various other commercial and consumer purposes (whether or not those purposes are related to our real estate
collateral). On December 31, 2006, loans amounting to approximately 72.5% of our loan portfolio were classified as real
estate loans. Of those loans, loans totaling approximately 29.7% of our loan portfolio were classified as commercial real
estate loans, 19.6% were classified as construction loans, 17.3% were mortgage loans secured by one-to-four family
residences, and 5.9% were the outstanding balances on home equity lines of credit.

Commercial real estate and construction loans typically involve larger loan balances concentrated with single
borrowers or groups of related borrowers. In the case of commercial real estate loans, loan repayiment may be depencdent
on the successful operation of income producing properties, a business, or a real estate project and, thus, may, to a greater
extent than in the case of other loans, be subject to the risk of adverse conditions in the economy generally or in the real
estate market in particular. .

Construction Ioans involve special risks due to the fact that loan funds are advanced upon the security of houses or
other improvements that are under construction and that are of uncertain value prior to the completion of construction.
For that reason, it is more difficult to evaluate accurately the total loan funds required to complete a project and the
related loan-to-value ratios. To minimize these risks, we limit loan amounts to 80% of the projected appraised value of our
collateral upon completion of construction.

Many of our real estate loans, while secured by real estate, were made for purposes unrelated to the real estate
collateral. That generally is reflective of our efforts to minimize credit risk by taking real estate as additional collateral,
whenever possible, without regard to loan purpose. All our real estate loans are secured by first or junior liens on real
property, the majority of which is located in or near our banking market. However, we have made loans, and have
purchased participations in some loans from other entities, which are secured by real property located outside our banling
market.

Our real estate loans may be made at fixed or variable interest rates and, generally, with the exception of our long-
term residential mortgage loans discussed below, have maturities that do not exceed five years. However, we also make
real estate loans that have maturities of more than five years, or which are based on amortization schedules of as much as
20 years, but that generally will include contractual provisions which allow us to call the loan in full, or provide for a
“balloon” payment in full, at the end of no more than five years.

In addition to residential real estate loans made for a variety of purposes, we offer long-term, residential mortgage
loans that are funded by and closed in the name of third-party lenders. This arrangement permits us to offer this product
in our banking market and enhance our fee-based income, but, by closing the loans in the nanes of the ultimate owneys of
those loans, we avoid the credit and interest rate risk associated with long-terin loans. However, on a limited basis, we also
make residential mortgage loans that we retain in our own loan portfolio. Those loans typically are secured by first liens on
the related residential property, are made at fixed and variable interest rates, and have maturities that do not exceed 15
years, although we have a small nnmber of residential mortgage loans in our portfolio with 30-year maturities.

Our home equity lines of credit include lines of credit that generally are used by borrowers for consumer purposes
and are secured by first or junior liens on residential real property. Our commitment on each line is for a term of 15 years,
and interest is charged at a variable rate. The terms of these lines of credit provide that borrowers either may pay accrued
interest only, with the outstanding principal balances becoming due in full at the maturity of the lines, or they will make
payments of principal and interest based on a 15-year amortization schedule. On December 31, 2006 outstanding balances
under our home equity lines of credit amounted to approximately 5.9% of our loan portfolio.




Commercial Loans. Our commercial loan classification includes loans to individuals and small- and medinm-sized
businesses for working capital, equipment purchases, and various other business and agricultural purposes, but that
classification excludes any such loan that is secured by real estate. These louns generally are secured by inventory,
equipment or similar assets, but they also may be_made on an wnsecured basis. On Decembér 31, 2006, our commercial
loans made up approximately 25.3% of our loan portfolio. i addition to loans which ard hassified on our books as
commercial loans, as described above, many of our loans included in the real estate loi classification were made for
commercial purposes but are classified as real estate loans on onr books becanse thiey are secured by first or junior liens on
real estate. Commercial loans may be made at variable or fixed rates of interest. However, it is our policy that any loan
which has a maturity or amortization schedule of longer than five years normally would be made at an interest rate that
varies with our prime lending rate or would include contractual provisions which allow us to call the loan in full, or provide

for a “balloon” payment in full, at the end of no more than five years.

Commercial loans typically are wade on the basis of the borrower's ability to make repayment from business cash
flow, and those loans typically are secured by business assets, such as accounts receivable, equipment and inventory. As a
result, the ability of borrowers to repay commercial loans may be substantially dependent on the success of their
businesses, and the collateral for commercial loans may depreciate over time and cannot be appraised with as much
precision as real estate.

Consumer Loans. Our consumer loans consist primarily of loans for various consnmer purposes, as well as the
outstanding balances on non-real estate secured consumer revolving credit accounts, These loans made np approximately
2.2% of our loan portfolio on December 31, 2006. A majority of these loans are secured by liens on various personal assets
of the borrowers, but they also may be made on an unsecured basis. Additionally, our real estate loans include loans
secured by first or junior liens on real estate which were made for consumer purposes unrelated to the real estate
collateral. Consumer loans generally are made at fixed interest rates and with maturities or amortization schednles which
generally do not exceed five years. However, consumer-purpose loans secured by real estate (and, thus, classified as real
estate loans as described above) may be made for terms of up to 20 years but under terms which allow us to call the loan
in full, or provide for a “balloon” payment, at the end of no more than five years.

Consumer loans generally are secured by personal property and other personal assets of borrowers which often
depreciate rapidly or are vuluerable to damage or loss. In cases where damage or depreciation reduces the value of our
collateral below the unpaid balance of a defanlted loan, repossession may not result in repayment of the entire outstanding
loan balance. The resulting deficiency often does not warrant further substantial collection efforts against the borrower. In
connection with consmner lending in general, the success of onr loan collection efforts are highly dependent on the
continuing financial stability of our borrowers, so our collection of consumer loans may be more likely to be adversely
affected by a borrower’s job loss, illness, personal bankruptcy or other change in personal circumstances than is the case
with other types of loans.

Loan Administration and Underwriting.  Like most community banks, we make loans based, to a great extent, on
our assessment of borrowers’ income, cash flow, character and abilities to repay. The principal risk associated with each of
the categories of our loans is the creditworthiness of our borrowers, and our loans may be viewed as involving a higher
degree of credit risk than is the case with some other types of loans, such as long-term residential mortgage loans, where
greater emphasis is placed on collateral values. To manage this risk, we have adopted written loan policies and procedures,
and our loan portfolio is administered under a defined process. That process includes guidelines for loan underwriting
standards and risk assessment, procedures for loan approvals, loan grading, ongoing identification and management of
credit deterioration, and portfolio reviews to assess loss exposure and to test our compliance with our credit policies and
procedures.

The underwriting standards that we employ for loans include an evalnation of various factors, including a loan
applicant’s income, cash flow, payment history on other debts and an assessment of ability to meet existing obligations and
payments on the proposed loan. Though creditworthiness of the applicant is a primary consideration in the loan approval
process, we take collateral (particularly real estate} whenever possible and without regard to loan purpose. In the case of
secured loans the undenwriting process also includes an analysis of the value of the proposed collateral in relation to the
proposed loan amount. We consider the value of collateral, the degree to which that value is ascertainable with any
certainty, the marketability of the collateral in the event of foreclosure or repossession, and the likelihood of depreciation
in the collateral value.




Our Board of Directors has approved levels of lending authority for lending personuel based on our aggregate credit
exposures to borrowers and the secured or unsecured status of a loan proposed to be made. A loan that is within a lending
officer’s assigned authority may be approved by that officer. Above that amount, unsecured loans involving aggregate
exposures of up to $300,000, and secured loans inyolving aggregate exposures of up to $3,000,000, must be apprcved
before funding by our internal loan committee which consists of .our Chief Credit Officer, Chiel Financial Officer and
Chief Operating Officer. Loans above those amounts and involving aggregate secured or unsecnred exposures up to our
legal lending limit {(which was approximately $6.1 million at December 31, 2006) must be approved before funding by the

Loan Committee of our Board of Directors.

At the time a loan is proposed, the account officer assigns a grade to the loan based on various underwriting and
other criteria. The grades assigned to loans we make indicate the level of ongoing review and attention that we will give to
those loans to protect our position and reduce loss exposure,

Alter funding, all loans are reviewed by our Loan Administration personnel for adequacy of documentation and
compliance with regulatory requireinents, and most loans (incleding the largest) are reviewed for compliance with our
undenwriting criteria and to reassess the grades assigned to them by the account officers. Our larger aggregate ciedit
exposures and selected other loans are roviewed periodically by an outside consultant that provides our intemal audit
function.

During the life of each loan, its grade is reviewed and validated or modified to reflect changes in circumstances and
risk. Loans generally are placed in a non-accrual status if they become 90 days past due (unless, based on relevant
circumstances, we believe the loan ultimately will be repaid) or whenever we believe that collection has become doubtful.
Loans are charged off when the collection of principal and interest has become doubtful and the loans no longer can be
considered sound collectible assets (or, in the case of unsecured loans, when they become 90 days past due).

Allowance for Loan Losses. Our Board of Directors’ Loan Committee reviews all substandard loans at least
monthly, and our management meets regularly to review asset quality trends and to discuss loan policy issues. Based on
these reviews and our current judgments about the credit quality of our loan portfolio and other relevant intermal and
external factors, we have established an allowance for loan losses. The appropriateness of the allowance is assessed by our
management and reviewed by the Loan Committee each quarter, and we make provisions to the allowance based on those
assessments which are charged against our earnings. On December 31, 2006, our allowance totaled approximately $3.7
million and amounted to approximately 1.05% of our total loans and approximately 80.0% of our nonperforming loans.

On December 31, 2006, our nonperforming loans amounted to approximately $4.7 million, including $2.8 millicn in
nonaccruing loans and $1.9 million in loans 90 days or more past due but still accruing interest. Our total nonperforining
assets amounted to approximately $5.7 million and consisted of our nonperforming loans, as well as other real estate
owned which had a net carrying value of approximately $1.0 million. Our other real estate consisted of four properties for
which our current appraisals exceed the net values at which we are carrying the properties on our books.

DEPOSIT ACTIVITIES

Our deposit products include business and individual checking accounts, savings accounts, NOW accounts,
certificates of deposit and money market checking accounts. We monitor our competition in order to keep the rates paid
on our deposits at a competitive level. On December 31, 2006, our non-interest bearing accounts equaled approximately
7.6% of our total deposits, and our time deposits of $100,000 or more amounted to approximately $153.0 million, or
approximately 43.6% of our total deposits. The majority of our deposits are derived from within our banking market.
However, we also solicit certificates of deposit on the Internet through Express Data Corporation’s Quick-Rate CD
clearing house, as well as through brokered deposits. At December 31, 2006 we had $3.8 million in institutional CID’s and
$81.8 million in brokered CD's. On December 31, 2006, our out-of-market deposits amounted to approximately $85.6
million, or approximately 22.3% of our total deposits and approximately 30.6% of our total certificates of deposit.

INVESTMENT PORTFOLIO

On December 31, 2006, our investment portfolio totaled approximately $55.7 million and consisted of U.S.
government and agency securities, state and snumicipal obligations, mortgage-backed securities issued by FNMA, GNMA
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and FHLMC and corporate obligations. All of our securities were classified as “available for sale,” and we analyze their
performance monthly and carry them on our books at their fair inarket values.

COMPETITION e e s e

' -

Commercial banking in North Carolina is highly competitive, due in large part to our state’s early adoption of
statewide branching. Over the years, federal and state legislation (including the elimination of restrictions on interstate
banking) has heightened the competitive environment in which all financial institutions conduct their business, and the
potential for competition among financial institutions of all types has increased significantly. North Carolina is home to
three of the largest commercial bauks in the United States, each of which has branches located in our six-county banking
market, and we compete with a total of 20 commercial banks and 3 savings institutions with offices in our banking market.

Interest rates, both on loans and deposits, and prices of fee-based services are significant competitive factors among
financial institutions in general. Other important competitive factors include office location, office hours, the quality of
customer service, community reputation, continuity of personnel and services, and, in the case of larger commercial
customers, relative lending limits and the ability to offer sophisticated cash management and other commercial banking
services. Many of our competitors have greater resources, broader geographic markets, more extensive branch networks,
and higher lending limits than we do. They also can offer more products and services and can better afford and make
more elfective use of media advertising, support services and clectronic technology than we can. In terms of assets, we are
one of the smaller commercial banks in North Caroliza, and there is no assurance that we will be or continue to be an
effective competitor in our banking market. However, we believe that community banks can compete successfully by
providing personalized service and making timely, local decisions, and that further consolidation in the banking industry is
likely to create additional opportunities for community banks to capture deposits from affected customers who may
become dissatisfied as their financial institutions grow larger. Additionally, we believe that the continued growth of our
banking market affords an opportunity to capture new deposits from new residents.

Substantially all of our customers are individuals and small- and medium-sized businesses. We try to differentiate
ourselves from our larger competitors with our focus on relationship banking, personalized service, direct customer
contact, and our ability to make credit and other business decisions locally. We also depend on our reputation as a
community bank in our banking market, our involvement in the communities we serve, the experience of our senior
management team, and the quality of our associates. We believe that our focus allows us to be more responsive to our
customers’ needs and more flexible in approving loans based on our personal knowledge of our customers.

EMPLOYEES

On December 31, 2006, we had 101 full-time equivalent employees, including 97 full-time employees (including our
executive officers}) and 7 part-time employees. We are not party to any collective bargaining agreement with our
employees, and we consider our relations with our employees to be good.

SUPERVISION AND REGULATION

Our business and operations are subject to extensive federal and state governmental regulation and supervision. The
Jollowing is a summary of some of the basic statutes and regulations that apply to us, but it is not a complete discussion of
all the laws that affect our business.

Regulation of Bank Holding Companies. Bank of the Carolinas Corporation is a North Carclina business
corporation that operates as a registered bank holding company under the Bank Holding Company Act of 1956, as
amended (the “BHCA”). We are subject to supervision and examination by, and the regulations and reporting
requirements of, the Federal Reserve Board {the “FRB"). Under the BHCA, a bank holding company’s activities are
limited to banking, managing or controlling banks, or engaging in other activities the FRB deternines are closely related
and a proper incident to banking or managing or controlling banks.

Under the BHCA, a bank holding company’s activities are limited to banking, managing or controlling banks, or
engaging in any other activities which the FRB determines to be closely related, and a proper incident, to banking or

managing or controlling banks. Bank holding companies may elect to be regulated as “financial holding companies™ if all
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their financial institution subsidiaries are and remain well capitalized and well managed as described in the FRB's
regulations and have a satisfactory record of compliance with the Commmity Reinvestiment Act. In addition to the
activities that are permissible for bank holding companics, financial holding companies are permitted to engage: in
additional activities that are determined by the FRB, in consultation with the Secretary of the Treasury, to be financial in
nature or incidental to a financial activity, or that are complementary to a financial activity and do not pose a substartial
risk to the safety and soundness of depository institutions, or the financial system generally, as determined by the FRB.

The BHCA prohibits a bank or financial holding company from acquiring direct or indirect control of more than
5.0% of the outstanding voting stock, or substantially all of the assets, of any financial institution, or merging or
consolidating with another bank holding company or savings bank holding company, without the prior approval of or,
under specified circumstances, notice to, the FRB. Additionally, the BHCA generally prohibits banks or financial holding
companies from acquiring ownership or control of more than 5.0% of the outstanding voting stock of any company that
engages in an activity other than one that is permissible for the holding company. In approving an application to engage in
a nonbanking activity, the FRB must consider whether that activity can reasonably be expected to produce benefits to the
public, such as greater convenience, increased competition, or gains in efficiency, that outweigh possible adverse effects,
such as undue concentration of resources, decreased or unfair competition, conflicts of interest or unsound banking
practices.

The law imposes a number of obligations and restrictions on a bank holding company and its insured bank
subsidiaries designed to minimize potential losses to depositors and the FDIC insurance funds. For example, if a bank
holding company's insured bank subsidiary becomes “undercapitalized,” the bank holding company is required to
guarantee the bank’s compliance (subject to certain limits) with the terms of any capital restoration plan filed with its
federal banking agency. A bank holding company is required to serve as a source of financial strength to its bank
subsidiaries and to commit resources to support those banks in circnmstances in which, absent that policy, it might not do
so. Under the BHCA, the FRB may require a bank holding company to terminate any activity or relinguish control of a
nonbank subsidiary if the FRB determines that the activity or control constitutes a serious risk to the financial soundness

and stability of a bank subsidiary of a bank holding company.

Regulation of the Bank. The Bank is an insured, North Carolina-chartered bank. lts deposits are insured under
the FDIC’s Deposit Insurance Fund (“DIF”), and it is subject to supervision and examination by, and the regulations and
reporting requirements of, the FDIC and the North Carolina Commissioner of Banks (the “Commissioner”). The FI21C
and the Commissioner are its primary federal and state banking regulators. The Bank is not a member bank of the Federal
Reserve System.

As an insured bank, the Bank is prohibited from engaging as principal in any activity that is not permitted for national
banks unless (1) the FDIC determines that the activity or investment wonld not pose a significant risk to the DIF, and
(2) the Bank is, and continues to be, in compliance with the capital standards that apply to it. The Bank also is prohibited
from directly acquiring or retaining any equity investment of a type or in an amount that is not permitted for national

hanks.

The FDIC and the Commission regulate all areas of the Bank's business, including its reserves, mergers, payment of
dividends and other aspects of its operations. They conduct regular examinations of the Bank, and the Bank must furnish
periodic reports to the FDIC and the Commissioner containing detailed financial and other information about its affairs.
The FDIC and the Commissioner have broad powers to enforce laws and regulations that apply to the Bank and to
require the Bank to correct conditions that affect its safety and soundness. Among others, these powers include issuing
cease and desist orders, imposing civil penalties, and removing officers and directors, and their ability othenwise to
intervene in the Bank’s operation if their examinations of the Bank, or the reports it files, reflect a need for them to do so.

The Bank’s business also is influenced by prevailing economic conditions and governmental policies, both foreign and
domestic, and, though it is not a member bank of the Federal Reserve System, by the monetary and fiscal policies of the
FRB. The FRB's actions and policy directives determine to a significant degree the cost and availability of funds the Bank
obtains from money market sources for lending and investing, and they also influence, directly and indirectly, the rates of
interest the Bank pays on time and savings deposits and the rates it charges on commercial bank loans.

Powers of the FDIC in Connection with the Insolvency of an Insured Depository Institution. Under the
Federal Deposit Insurance Act (the “FDIA”), if any insured depository institution becomes insolvent and the FDIC is
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appointed as its conservator or receiver, the FDIC may disalfirm or repudiate any contract or lease to which the
institution is a party which it determines to be burdensome, and the disaffirmance or repudiation of which is determined
to promote the orderly administration of the institution’s affairs. The disaffirmance or repudiation of any of our obligations
would result in a claim of the holder of that obligation against the conservatorship or receivership. The amount paid on
that claim would depend upon, among other factors, the amount of conservatorship or receivership assets available for the
payment of unsecured claims and the priority of the claim relative to the priority of other unsecured creditors and

depositors.

In its resolution of the problems of an insured depository institution in default or in danger of default, the FDIC
generally is required to satisfy its obligations to insured depositors at the least possible cost to the deposit insurance funds.
In addition, the FDIC may not take any action that wonld have the effect of increasing the Iosges to the deposit insurance
funds by protecting depositors for more than the insured portion of deposits (generally $100,000 per depositor) or
creditors other than depositors. The FDIA authorizes the FDIC to settle all uninsured and unsecured claims in the
insolvency of an insured bank by making a final settlement payment after the declaration of insolvency as full payment and
disposition of the FDIC's obligations to claimants. The rate of the final settlement payments will be a percentage rate
determined by the FDIC reflecting an average of the FDIC'’s receivership recovery experience.

Gramm-Leach-Bliley Act. The federal Gramm-Leach-Bliey Act enacted in 1999 {the “GLB Act™) dramatically
changed various federal laws governing the banking, securities and insurance industries. The GLB Act permits bank
holding companies to become “financial holding companies” and, in general (1) expanded opportunities to affiliate with
securities firms and insurance companies; (2) overrode certain state laws that would prohibit certain banking and
insurance affiliations; (3) expanded the activities in which banks and bank holding companies may participate; (4) required
that banks and bank holding companies engage in some activities only through affiliates owned or managed in accordance
with certain requirements; and (5} reorganized responsibility among various federal regulators for oversight of certain
securities activities conducted by banks and bank holding companies. The GLB Act has expanded opportunities for banks
and bank holding companies to provide services and engage in other revenue-generating activities that previously were
prohibited to them. However, while this expanded anthority would permit us to engage in additional activities, it also
presents us with challenges as our larger competitors continue to expand their services and products into areas that are not
feasible for smaller, community-oriented financial institutions.

Payment of Dividends. Under North Carolina law, we are authorized to pay dividends as declared by our Board
of Directors, provided that no such distribution results in our insolvency on a going concern or balance sheet basis.
However, although we are a legal entity separate and distinct from the Bank, our principal source of funds with which we
can pay dividends to our shareholders and pay our own obligations is dividends we receive from the Bank. For that reason,
our ability to pay dividends effectively is subject to the same limitations that apply to the Bank. There are statutory and
regulatory limitations on the Bank’s payment of dividends to us.

Under North Carolina law, the Bank may pay dividends only from its undivided profits. However, if the Bank’s
surplus is less than 50% of its paid-in capital stock, then the Bank’s directors may not declare any cash dividend until it has
transferred from undivided profits to surplus 25% of its undivided profits or any lesser percentage necessary to raise its
surplus to an amount equal to 50% of its paid-in capital stock.

In addition to the restrictions described above, other state and federal statutory and regnlatory restrictions apply to
the Bank’s payment of cash dividends. As an insured depository institution, federal law prohibits the Bank from making
any capital distributions, including the payment of a cash dividend if it is “undercapitalized” (as that term is defined in the
Federal Deposit Insurance Act) or after making the distribution, would become undercapitalized. The FDIC has
indicated that paying dividends that deplete a depository institution’s capital base to an inadequate level also would be an
unsafe and unsound banking practice. The FIDIC has issued policy statements that provide that insured banks generally
should pay dividends only from their current operating earnings, and, under the FDIA, no dividend may be paid by an
insured bank while it is in default on any assessment due the FDIC. If the FDIC believes that we are engaged in, or about
to engage in, an unsafe or unsound practice, the FDIC may require, after notice and hearing, that we cease and desist
from that practice. The Bank's payment of dividends also conld be affected or limited by other factors, such as events or
circumstances which lead the FDIC to require (as further described below) that it maintain capital in excess of regulatory

guidelines.




In the future, our ability to declare and pay cash dividends will be subject to our Board of Directors’ evaluation of our
operating results, capital levels, financial condition, future growth plans, general business and economic conditions, and
tax and other relevant considerations. There is no assurance that, in the future, we will have funds available to pay cash
dividends or, even if funds are available, that we will pay dividends in any particular amounts or at any particular times, or
that we will pay dividends at all. S ’

Capital Adequacy. We and the Bank are required to comply with the FRB’s and FDIC's capital adequacy
standards for bank holding companies and insured banks. The FRB and FDIC has issued risk-based capital and leverage
apital guidelines for measuring capital adequacy, and all applicable capital standards must be satisfied for ns or the Bank
to be considered in compliance with regulatory capital requirements.

Under the FDIC's risk-based capital measure, the minimam ratio (“Total Capital Ratio”) of the Bank’s total capital
(“Total Capital”) to its risk-weighted assets (including various off-balance-sheet items, such as standby letters of credit) is
8.0%. At least half of Total Capital must be composed of “Tier 1 Capital.” Tier 1 Capital includes common equity,
undivided profits, minority interests in the equity accounts of consolidated subsidiaries, qualifying noncumnulztive
perpetual preferred stock, and a limited amount of cumulative perpetual preferred stock, less goodwill and various other
intangible assets. The reuninder of Total Capital may consist of “Tier 2 Capital” which includes certain subordinated debt,
certain hybrid capital instraments and other qualifying preferred stock, and a limited amount of loan loss reserves. A bank
or bank holding company that does not satisfy minimum capital requirements may be required to adopt and implement a
plan acceptable to its federal banking regulator to achieve an adequate level of capital.

Under the leverage capital measure, the minimum ratio (“Leverage Capital Ratio”) of Tier 1 Capital to average
assets, less goodwill and various other intangible assets, generally is 3.0% for entities that meet specified criteria, including
having the highest regulatory rating. All other entities generally are required to maintain an additional cushion of 100 to
200 basis points above the stated minimum. The FDIC's guidelines also provide that banks experiencing internal growth
or making acquisitions will be expected to maintain strong capital positions substantially above the minimum levels
without significant reliance on intangible assets, and a bank’s “Tangible Leverage Ratio” (determined by deducting all
intangible assets) and other indicators of a bank’s capital strength also are taken into consideration by banking regulators
in evaluating proposals for expansion or new activities.

The FRB and FDIC also consider interest rate risk (arising when the interest rate sensitivity of the Bank's assets does
not match the sensitivity of its liabilities or its off-balance-shect position} in the evaluation of the Bank's capital adequacy.
Banks with excessive interest rate risk exposure are required to hold additional amounts of capital against their exposure to
losses resulting from that risk. The regulators also require banks to incorporate market risk components into their risk-
based capital. Under these market risk requirements, capital is allocated to support the amount of market risk related to a
bank’s trading activities.

Our capital categories are determined solely for the purpose of applying the “prompt corrective action” rules
described below and they are not necessarily an accurate representation of our overall financial condition or prospects for
other purposes. A failure to meet the capital gnidelines could subject us to a variety of enforcement actions under those
rules, including the issuance of a capital directive, the termination of deposit insurance by the FDIC, a prohibition on the
taking of brokered deposits, and other restrictions on our business. As described below, the FDIC also can impose other
substantial restrictions on banks that fail to meet applicable capital requirements.

Prompt Corrective Action. Federal law establishes a system of prompt corrective action to resolve the problzms
of undercapitalized banks. Under this system, the FDIC has established five capital categories (“well capitalizad,”
“adequately capitalized,” “undercapitalized,” “significantly undercapitalized.” and “critically undercapitalized”) and is
required to take various mandatory supervisory actions, and is authorized to take other discretionary actions, with respect
to banks in the three undercapitalized categories. The severity of any such actions taken will depend upon the capital
category in which a bank is placed. Generally, subject to a narrow exception, current federal law requires the FDIC to
appoint a receiver or conservator [or a bank that is critically indercapitalized.

Under the FDIC’s prompt corrective action rules, a bank that (1) has a Total Capital Ratio of 10.0% or greater, a
Tier 1 Capital Ratio of 6.0% or greater, and a Leverage Ratio of 5.0% or greater, and (2) is not subject to any written
agreement, order, capital directive, or prompt corrective action directive issued by the FDIC, is considered to be “well

9




capitalized.” A bank with a Total Capital Ratio of 8.0% or greater, a Tier 1 Capital Ratio of 4.0% or greater, and a
Leverage Ratio of 4.0% or greater, is considered to be “adequately capitalized.” A bank that has a Total Capital Ratio of
less than 8.0%, a Tier 1 Capital Ratio of less than 4.0%, or a Leverage Ratio of less than 4.0%, is considered to be
“undercapitalized.” A bank that has a Total Capital Ratio of less than 6.0%, a Tier | Capital Ratio of less than 3.0%, or a
Leverage Ratio of less than 3.0%, is considered to be “significantly undercapitalized,” and a bank that has a tangible equity
capital to assets ratio equal to or less than 2.0% is deemed to be “critically undercapitalized.” For purposes of these rules,
the term “tangible equity” includes core capital elements counted as Tier 1 Capital for purposes of the risk-based capital
standards, plus the amount of outstanding cumulative perpetual preferred stock (including related surplus), minus all
intangible assets (with various exceptions). A bank may be considered to be in a capitalization category lower than
indicated by its actual capital position if it receives an unsatisfactory examination rating,

If 2 bank becomes “undercapitalized,” “signilicantly undercapitalized,” or “critically undercapitalized,” is required to
subait an acceptable capital restoration plan to the FDIC. An “undercapitalized” bank also is generally prohibited from
increasing its average total assets, making acquisitions, establishing new branches, or engaging in any new line of business,
except in accordance with an accepted capital restoration plan or with the approval of the FDIC. Also, the FDIC may
treat an “undercapitalized” bank as being “signilicantly undercapitalized™ if it determines that those actions are necessary

to carry out the purpose of the law.

The following table lists our and the Bank’s capital ratios at December 31, 2006. On that date, our capital ratios were
at levels to qualify us as “well capitalized.”

Minimum Required to be
required ratios “well capitalized” Our capital ratios

Risk-based capital ratios:

Leverage Capital Ratio (Tier 1 Capital to average assets) ........... 4.0% 5.0% 8.5%
Tier 1 Capital Ratio (Tier 1 Capital to risk- weighted assets) ... ... ... 4.0% 6.0% 10.0%
Total Capital Ratio (Total Capital to risk- weighted assets) .......... 8.0% 10.0% 11.1%

Reserve Requirements. Under the FRB's regulations, all FDIC-insured depository institutions must maintain
average daily reserves against their transaction acconnts, No reserves are required to be maintained on the first $8.5
million of transaction accounts, but reserves equal to 3.0% must be maintained on the aggregate balances of those
accounts between $8.5 million and $45.8 million, and reserves equal to 10.0% must be maintained on aggregate balances
in excess of $45.8 million. The FRB may adjust these percentages from time to time. Because the Bank’s reserves are
required to be maintained in the form of vault cash or in a non-interest-bearing account at a Federal Reserve Bank, one
effect of the reserve requirement is to reduce the amount of our interest-earning assets.

Federal Deposit Insurance Reform. The Federal Deposit Insurance Reform Act of 2005 (“FDIRA”), as
implemented through rules adopted by the FDIC, has changed the federal deposit insurance system by:

* raising the coverage level for certain retirement nccounts to $250,000;

* indexing deposit insurance coverage levels for inflation beginning in 2010;

» prohibiting undercapitalized financial institutions from accepting employee benefit plan deposits;

* nerging the Bank Insurance Fund and Savings Association Insurance Fund into a new Deposit Insurance Fund
{the “DIF"); and

* providing credits to financial institutions that capitalized the FDIC prior to 1996 to offset future assessment
premiums.

FDIRA also authorized the FDIC to revise the current risk-based assessment system, subject to notice and
comments, and caps the amount of the DIF at 1.50% of domestic deposits. The FDIC must issue cash dividends, awarded
on a historical basis, for the amount of the DIF over the 1.50% ratio. Additionally, if the DIF exceeds 1.35% of domestic
deposits at year-end, the FDIC must issue cash dividends, awarded on a historical basis, for hall of the amount of the
€XCess.

FDIC Insurance Assessments. Under FDIRA, the FDIC uses a revised risk-based assessment system to
detennine the amount of the Bank's deposit insurance assessment based on an evaluation of the probability that the
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Deposit Insurance Fund will incur a loss with respect to the Bank. That evaluation takes into consideration risks
attributable to different categories and concentrations of the Bank's assets and liabilities and any other factors the FDIC
considers to be relevant, including information obtained from the Commissioner. A higher assessment rate results in an
increase in the assessments paid by the Bank to the FDIC for deposit insurance

Under the FDIA, the FDIC may terminate the Bank’s deposit insurance if it finds that the Bank engaged in unsale
and unsound practices, is in an unsafe or unsound condition to continue operations, or has violated applicable Iaws,
regulations, rules or orders.

The FDIC is responsible for maintaining the adequacy of the DIF, and the amount the Bank pays for deposit
insurance is influenced not only by the assessment of the risk it poses to the DIF, but also by the adequacy of the
insurance fund at any time to cover the risk posed by all insured institutions. FDIC insurance assessments could be
increased substantially in the future if the FDIC finds such an increase to e necessary in order to adequately maintain
the insurance fund.

Community Reinvestment. Under the Community Reinvestinent Act (the “CRA"), an insured institution has a
continuing and affirmative obligation, consistent with its safe and sound operation, to help meet the credit needs of its
entire community, including low and moderate income neighborhoods. The CRA does not establish specific lending
requirements or programs for bauks, nor does it limit a bank's discretion to develop, consistent with the CRA, the types of
products and services that it believes are best suited to its particular community. The CRA requires the federal banking
regulators, in connection with their examinations of insured banks, to assess the banks’ records of meeting the credit ne eds
of their communities, using the ratings of “outstanding,” “satisfactory,” “needs to improve,” or “substantial
noncompliance,” and to take that record into account in its evaluation of various applications by those banks. All banks are
required to publicly disclose their CRA performance ratings. The Bank received a “Satisfactory” rating in its last CRA
examination during June 2006.

Interstate Banking and Branching. The BHCA, as amended by the interstate banking provisions of the Riegle-
Neal Interstate Banking and Branching Efficiency Act of 1994 (the “Interstate Banking Law”), permits adequately
capitalized and managed bank holding companies to acquire control of the assets of banks in any state. Acquisitions are
subject to antitrust provisions that cap at 10.0% the portion of the total deposits of insured depasitory institutions in the
United States that a single bank holding company may control, and generally cap at 30.0% the portion of the total depcsits
of insured depository institutions in a state that a single bank holding company may control. Under certain circunstances,
states have the authority to increase or decrease the 30.0% cap, and states 1nay set minimum age requirements of up to
five years on target banks within their borders.

Subject to certain conditions, the Interstate Banking Law also penits interstate branching by allowing a bank in one
state to merge with a bank located in a different state. Each state was allowed to accelerate the effective date for interstate
mergers by adopting a law authorizing such transactions prior to June 1, 1997, or it could “opt out” and thereby prohibit
interstate branching by enacting legishtion to that effect prior to that date. The Interstate Banking Law also permits banks
to establish branches in other states by opening new branches or acquiring existing branches of other banks, provided the
laws of those other states specifically permit that form of interstate branching. North Carolina has adopted statutes which,
subject to conditions, authorize out-of-state bank holding companies and banks to acquire or merge with North Carolina
banks and to establish or acquire branches in North Carolina.

Restrictions on Transactions with Affiliates. The Bank is subject to the provisions of Section 23A and 23B of
the Federal Reserve Act which restrict a bank’s ability to enter into certain types of transactions with its “affiliates,”
including its parent holding company or any subsidiaries of its parent company. Section 23A places limits on the amount
of:

a bank’s loans or extensions of credit to, or investment in, its affiliates;

assets a bank may purchase from affiliates, except for real and personal property exempted by the FRB;

¢ the amount of loans or extensions of credit by a bank to third parties which are collateralized by the securities or
obligations of the bank’s affiliates; and

a bank’s guarantee, acceptance or letter of credit issued on behalf of one of its affiliates.
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Transactions of the type described above are limited in amonnt, as to any one affiliate, to 10% of a bank’s capital and
surplus and, as to all affiliates combined, to 20% of a bank’s capital and surplus. In addition to the limitation on the
amount of these transactions, each of the above transactions must also meet specified collateral requirements. The Bank
also must comply with other provisions designed to avoid the taking of low-quality assets from an affiliate.

The Bank also is subject to the provisions of Section 23B of the Federal Reserve Act which, among other things,
prohibits a bank or its subsidiaries generally from engaging in transactions with its affiliates unless the transactions are on
terms substantially the same, or at least as favorable to the bauk or its subsidiaries, as those prevailing at the time for
comparable transactions with nonaffiliated companies.

Federal law also places restrictions on our ability to extend credit to our executive officers, directors, principal
shareholders and their related interests. These extensions of credit (1} must be made on substantially the same terms,
including interest rates and collateral, as those prevailing at the time for comparable transactions with unrelated third
parties, and (2) must not involve more than the normal risk of repayment or present other unfavorable features.

USA Patriot Act of 2001. The USA Patriot Act of 2001 is intended to strengthen the ability of U.S. law
enforcement and the intelligence commmmity to work cohesively to combat terrorisin on a variety of fronts. The impact of
the Act on financial institutions of all kinds is significant and wide ranging. The Act contains sweeping anti-money
laundering and financial transparency laws and requires various regulations, including standards for verifying customer
identification when accounts are opened, and rules to promote cooperation among financial institutions, regulators, and
law enforcement entities in identifying parties that may be involved in terrorism or money laundering,

Sarbanes-Oxley Act of 2002, The Sarbanes-Oxley Act of 2002 is sweeping federal legislation addressing
accounting, corporate governance and disclosure issnes. The Act applies to all public companies and imposed significant
new requirements for public company govermance and disclosnre requirements. Some of the provisions of the Act became
effective immediately while others are still in the process of being implemented.

In genenl, the Sarbanes-Oxley Act mandated important new corporate governance and financial reporting
requirements intended to enhance the accuracy and transparency of public companies’ reported financial results. It
established new responsibilities for corporate chiel executive officers, chief financial officers and audit committees in the
financial reporting process, and it created a new regnlatory body to oversee anditors of public companies. It backed these
requirements with new SEC enforcement tools, increased criminal penalties for federal mail, wire and securities fraud,
and created new criminal penalties for document and record destruction in connection with federal investigations. It also
increased the opportunity for more private litigation by lengthening the statute of limitations for securities frand claims
and providing new federal corporate whistleblower protection.

The Act also required that the various securities exchanges, including The Nasdaq Stock Market, prohibit the listing
of the stock of an issuer unless that issuer complies with various new corporate governance requirements imposed by the
exchanges, including the requirement that various corporate matters (including executive compensation and board
nominations) be approved, or reconumended for approval by the issuer’s full hoard of directors, by directors of the issuer
who are “independent” as defined by the exchanges’ rules or by committees made up of “independent” directors. Because
our common stock is “listed” on The Nasdaq Capital Market, we are subject to those provisions of the Act and to the
corporate governance requirements of The Nasdaq Stock Market

The economic and operational effects of the Sarbanes-Oxley Act on public companies, including us, have been and
will continue to be significant in terms of the time, resources and costs associated with compliance. Becanse the Act, for
the most part, applies equally to larger and smaller public companies, we have been and will continue to be presented
with additional challenges as a smaller, community-ariented financial institution seeking to compete with larger financial
institutions in onr market.

AVAILABLE INFORMATION

Copies of reports we file electronically with the Securities and Exchange Commission, including copies of our Annnal
Reports on Formn 10-K, Quarterly Reports on form 10-Q, Current Reports on Form 8-K, and amendments to those
reports, are available free of charge through the Bank’s Internet website as soon as reasonably practicable after they are
filed. The Bank’s website address is wtow.bankofthecarolinas.com.
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STATISTICAL DATA

Certain statistical data regarding our loans, deposits, investiment and business is included in the information provided
in Part 11 of this Report under the caption “Item 7. Management's Discussion and Analysis of Financial Condition and
Results of Operations.

Item 1A. Risk Factors.

The following summary describes factors we believe are material risks that apply to our business. Our discussions of
these risks include forward-looking statements, and our actual results may differ substantially from results described in the
forward-looking statements. In addition to the risks described below and investment risks that apply in the case of any
financial institution, our business, financial condition and operating results could he harmed by other risks, including risks
we have not yet identified or that we may believe are immaterial or unlikely.

RISKS RELATED TO OUR BUSINESS

* Qur business strategy includes the continuation of our growth plans, and our financial condition and
operating results could be negatively affected if we fail to manage our growth effectively.

We intend to continue to grow in our existing banking markets (internally and through additional offices) and to
expand into new arkets as appropriate opportunities arise. For that reason, onr business prospects inust be considered in
light of the risks, expenses and difficulties frequently encountered by companies that are experiencing growth. We cannot
assnre you we will be able to expand our market prescuce in our existing markets or successfully enter new markets, or
that expansion will not adversely affect our operating results. Failure to manage our growth elfectively could have a
material adverse effect on our business, future prospects, financial condition or operating results, and could adversely
aflect our ability to successfully implement our business strategy. Also, if our growth occurs more slowly than anticipated,
or declines, our operating results could be materially affected in an adverse way.

Our ability to successfully grow will depend on a variety of factors, including continued availability of desirible
business opportunities and the competitive response from other financial institutions. Due to personnel and fixed asset
costs of de novo branching, any new branch offices we establish may operate at a loss until we can establish a sufficient
base of business to operate profitably. Also, in establishing a new office in a new market, we likely would be faced with
competitors with greater knowledge of that local market. Although we believe we have management resources and
internal systems in place to successfully manage onr future growth, we will need to hire and rely on well-trained local
managers who have local affiliations and to whom we may need to give significant antonomy. We cannot assure you that
any de novo or other branch office we establish will not, for some period of time, operate at a loss and have an adverse
effect on our earnings, that we will be able to hire managers who can successfully operate any new branch offices, or that
we will become an effective competitor in any new banking market.

* Expanding our business through acquisitions involves risks and could have a material adverse effect on our
business, operating results, financial condition or the market value of our stock, and could dilute the
interests of our existing shareholders.

In the future, we may acquire other institutions, or branches of other institutions, that complement or expand our
business. However, acquisitions and mergers involve a number of risks, including the risk that:

* we incur substantial costs in identifying and evaluating potential acquisitions and merger partners, or in evaluating
new markets;

* our estimates and jndgments used to evaluate credit, operations, management and market risks relating to target
institutions may not be accurate;

e our issuance of additional common stock in an acquisition could dilute the ownership interests of our existing
shareholders and reduce the market value of their stock;

* there may be substantial lag-time between completing an acquisition and generating sufficient assets and deposits
to support costs of the expansion;

+ we are not be able to finance an acquisition, or the financing we obtain may have an adverse effect on our
operating results or dilution to our existing shareholders;
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* our management’s attention in negotiating a transaction and integrating the operations and personnel of the
combining businesses is diverted from our existing business:

* we are not able to successfully integrate any financial institution or its banking offices that we acquire into our
operations;

* we experience disruption and incur unexpected expenses in acquisitions we complete;
* we enter new markets where we lack local experience;
* we introduce new products and services we are not equipped to manage;

* we incur goodwill in connection with an acquisition, or the goodwill we incur becomes impaired, which results in
ndverse short-term effects on our operating results; or

s after completing an acquisition, we lose key einplovees and customers.
P q Y Y

We cannot assure you that we will be able to negotiate, finance or complete any acquisitions, or that any acquisition
we complete will benefit us. Any of these things could have a material adverse effect on our business, operating results or
financial condition.

* Our business depends on the condition of the local and regional economies where we operate.

We currently have offices only in the Piedmont area of North Carolina. Consistent with our community banking
philosophy, a majority of our customers are located in and do business in that region, and we lend a substantial portion of
our capital and deposits to commercial and consumer borrowers in our local banking markets. Therefore, our local and
regional economy has a direct impact on our ability to generate deposits to support loan growth, the demand for loans, the
ability of borrowers to repay loans, the value of collateral securing our loans (particularly loans secured by real estate), and
our ability to collect, liquidate and restructure problem loans. If the economies of our banking markets are adversely
affected by a general economic downturn or by other specific events or trends, the resulting economic impact could have
a direct adverse effect on our operating results. Adverse economic conditions in our banking markets could reduce our
growth rate, affect the ability of our customers to repay their loans to us, and generlly affect our financial condition and
operating results. We are less able than larger institutions to spread risks of unfavorable local economic conditions across a
large number of diversified economies. And, we cannot assure you that we will benefit from any market growth or
favorable economic conditions in our banking mmarkets even if they do occur.

* A large percentage of our loans are secured by real estate. Adverse conditions in the real estate market in our
banking markets might adversely affect on our loan portfolio.

Any adverse market or economic conditions in North Carolina, particularly in the real estate market, may have an
adverse affect on our loan portfolio. On December 31, 2006, approximately 72.5% of the total dollar amount of our loan
portfolio was secured by liens on real estate. Our management believes that, in the case of many of those loans, the real
estate collateral is not being relied upon as the primary source of repayment, and those relatively high percentages reflect,
at least in part, our policy to take real estate whenever possible as primary or additional collateral rather than other types
of collateral. However, adverse changes in the values of real estate in our banking markets caused by market or economic
conditions that affect our loan portfolio could have an adverse affect on our operating results and financial condition.

The FIJIC recently adopted rules aimed at placing additional monitoring and inanagement controls on financial
institutions whose loan portfolios are deemed to have concentrations in commercial real estate (“CRE”). At December 31,
2006, our loan portfolio exceeded thresholds established by the FDIC for CRE concentrations and for additional
regulatory scrutiny. Preliminary indications from regulators are that strict limitations on the amount or percentage of CRE
within any given portfolio are not expected, but, rather, that additional reporting and analysis will be required to
document management’s analysis and evaluation of the potential additional risks of such concentrations and the impact of
any mitigating factors. While the final impact of the new rules on us has not been determined, it is possible that regulatory
constraints associated with these rules could adversely affect our ability to grow loan assets and thereby limit our overall
growth and expansion plans. These rules also could increase the costs of monitoring and managing this component of our
loan portfolio. Either of these eventualities could have an adverse impact on our earnings and capital ratios.
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* Our recent results may not be indicative of our future results.

We may not be able to sustain our historical rate of growth or even grow our business at all. In the future, we may not
have the benefit of several recently favorable factors, such as a generally stable interest rate environment, a strong
residential mortgage market, or the ability to find suitable expansion opportunities. Various factors, such as economic
conditions, regulatory and legislative considerations, and competition also may impede or restrict our ability to expand our
market presence. If we experience a significant decrease in our historical rate of growth, our operating results and
{inancial condition may be adversely affected because a high percentage of our operating costs are fixed expenses.

* We may need to raise additional capital in the future in order to continue to grow, but that capital may not
be available when it is needed.

Federal and state banking regulators require us to maintain adequate levels of capital to support our operations. On
December 31, 2006, our three capital ratios were well above “well capitalized” levels under bank regulatory guidelines.
However, our business strategy calls for us to continue to grow in our existing banking warkets (internally and throngh
additional offices) and to expand into new markets as appropriate opportunities arise. Growth in our earning assets
resulting from internal expansion and new branch offices, at rates in excess of the rate at which our capital is increased
through retained earnings, will reduce our capital ratios unless we continue to increase our capital. If our capital ratios fell
below “well capitalized” levels, our FDIC deposit insurance assessment rate would increase until we restored and
maintained our capital at a “well capitalized” level. A higher assessment rate would cause an increase in the assessments
we pay the FDIC for deposit insurance, which would adversely affect our operating results.

If, in the future, we need to increase our capital to fund additional growth or satisfy regulatory requirements, our
ability to raise that additional capital will depend on conditions at that time in the capital markets that are outside our
control, and on our financial performance. We cannot assure you that we will be able to raise additional capital on terms
favorable to us or at all. If we cannot raise additional capital when needed, our ability to expand our operations through
internal growth and acquisitions could be materially impaired.

¢ Our profitability is subject to interest rate risk. Changes in interest rates could have an adverse effect on our
operating results.

Changes in interest rates can have different effects on various aspects of our business, particularly our net interest
income. Our profitability depends, to a large extent, on our net interest income, which is the difference between our
income on interest-earning assets and our expense on interest-bearing deposits and other liabilities. Like most financial
institutions, we are affected by changes in general interest rate levels and by other economic factors beyond our control.
Interest rate risk arises in part from the mismatch (i.e., the interest sensitivity “gap”) between the dollar amounts of
repricing or maturing interest-earning assets and interest-bearing liabilities, and is measured in terms of the ratio of the
interest rate sensitivity gap to total assets. When more interest-earning assets than interest-bearing liabilities will reprice
or mature over a given time period, a bank is considered asset-sensitive and has a positive gap. When more liabilities ©han
assets will reprice or mature over a given time period, a bank is considered liability-sensitive and has a negative gap. A
liability-sensitive position (i.c., a negative gap) may generally enhance net interest income in a falling interest rate
environment and reduce net interest income in a rising interest rate environment. An asset-sensitive position (i.c., a
positive gap) may generally enhance net interest income in a rising interest rate environment and reduce net interest
income in a falling interest rate environment. Our ability to imanage our gap position determines to a great extent our
ability to operate profitably. However, fluctuations in interest rates are not predictable or controllable, and we cannot
assure you we will be able to manage our gap position in a manner that will allow us to remain profitable.

» Competition from financial institutions and other financial service providers may adversely affect our
profitability.

Commercial banking in our banking markets and in North Carolina as a whole is extremely competitive. We compete
against commercial banks, credit unions, savings and loan associations, morigage banking firms, consumer finance
companies, securities brokerage firms, insurance companies, money market funds and other mutual funds, as well as other
local and community, super-regional, national and international financial institutions that operate offices in our market
areas and elsewhere. We compete with these institutions in attracting deposits and in making loans, and we have to attract
our customer base from other existing financial institutions and from new residents. Our larger competitors have greater
resources, broader geographic markets, and higher lending limits than we do, and they can offer more products and
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services and better afford and more effectively use media advertising, support services and electronic technology than we
can. While we believe we compete effectively with other financial institutions, we may face a competitive disadvantage as
a result of our size, lack of geographic diversification and inability to spread marketing costs across a broader market,
Although we compete by concentrating our marketing efforts in onr primary markets with local advertisements, personal
contacts and greater flexibility and responsiveness in working with local customers, we cannot assure you that we will
continue to be an effective competitor in our banking markets.

* We are subject to extensive regulation that could limit or restrict our activities and adversely affect our
earnings.

We opemate in a highly regulated industry and are subject to examination, supervision and comprehensive regulation
by various federal and state agencies. Our compliance with these regulations is costly and restricts certain of our activities,
including payment of dividends, mergers and acquisitions, investiments, loans and interest rates charged, interest rates
paid on deposits, and locations of offices. We also are subject to capital gnidelines established by our regulators which
require us to maintain adequate capital to support our growth. Many of these regnlations are intended to protect
depositors, the public and the FDIC’s Deposit Insurance Fund rather than shareholders.

The Sarbanes-Oxley Act of 2002, and the related rules and regulations issned by the Securities and Exchange
Commission and The Nasdaq Stock Market, have increased the scope, complexity and cost of corporate governance,
reporting and disclosure practices, including the costs of completing our audit and maintaining our intemal controls.

The laws and regulations that apply to us could change at any time, and we cannot predict the effects of those
changes on our business and profitability. Government regulation greatly affects the business and financial results of all
commercial banks and bank holding companies, and onr cost of compliance could adversely affect our earnings.

* We depend on the services of our current management team.

Our operating results and our ability to adequately manage our growth and minimize loan losses are highly
dependent on the services, managerial abilities and performance of our current executive officers. Smaller bauks, like us,
sometimes find it more difficult to attract and retain experienced management personnel than larger banks. We have an
experienced management team that our Board of Directors believes is capable of managing and growing the Bank.
However, changes in key personnel and their responsibilities may disrupt our business and could have a material adverse
effect on our business, operating results and financial condition.

¢ We may need to invest in new technology to compete effectively, and that could have a negative effect on our
operating results and the value of our common stock.

The market for financial services, including banking services, is increasingly alfected by advances in technology,
including developments in telecommunications, data processing, computers, automation and Internet-based banking. We
depend on third-party vendors for our data processing services. In addition to our ability to finance the purchuse of those
services and integrate them into our aperations, our ability to offer new technology-based services depends on our
vendors” abilities to provide and support those services. Future advances in technology iay require us to incur substantial
expenses that adversely affect our operating results, and our sinall size and limited resources may make it impractical or
impossible for us to keep pace with our larger competitors. Our ability to compete successfully in our banking markets
may depend on the extent to which we and our vendors are able to offer new technology-based services and on our ability
to integrate technological advances into our operations.

RISKS RELATED TO OUR COMMON STOCK

* The trading volume in our common stock has been low, and the sale of a substantial number of shares in the
public market could depress the price of our stock and make it difficult for you to sell your shares.

Our common stock has been listed on The Nasdaq Stock Market since December 30,2004, and it currently is listed
on The NASDAQ Capital Market. However, our common stock is thinly traded. Thinly traded stock can be more volatile
than stock trading in an active public market. We cannot predict the extent to which an active public market for our
common stock will develop or be sustained. In recent years, the stock market has experienced a high level of price and
volume volatility, and arket prices for the stock of many companies have experienced wide price fluctuations that have
not necessarily been related to operating performance.
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We cannot predict what effect future sales of our common stock in the market, or the availability of shares of our
common stock for sale in the iarket, will have on the market price of our common stock. So, we cannot assure you that
sales of substantial amounts of our common stock in the market, or the potential for large amounts of market sales, would
not cause the price of our conmmmon stock to decline or impair our ability to raise capital.

* Our ability to pay dividends is limited and we may be unable to pay future dividends.

Our ability to pay dividends is limited by regulatory restrictions and the need to maintain sufficient consolidated
capital. Also, our only source of funds with which to pay dividends to our shareholders is dividends we receive from the
Bank, and the Bank’s ability to pay dividends to us is limited by its own obligations to maintain sufficient capital and
regulatory restrictions. If these regulatory requirements are not satisfied, we will be unable to pay dividends on our
common stock.

Item 1B. Unresolved Staff Comments.

None

Item 2. Properties.

We own the facilities honsing five of our banking offices, and we lease the facilities housing our remaining three
offices. In addition, we own an operations center which houses the deposit operations, information technology and loan
administration departinents of the Bank. Each of our banking offices is in good condition and fully equipped for our
purposes. On December 31, 2006, our investment in premises mud equipment (cost less accumulated depreciation) was
approximately $11.1 million.

Item 3. Legal Proceedings.

From time to time we may become involved in legal proceedings occurring in the ordinary course of our business.
We believe there currently are no pending or threatened proceedings that are likely to result in a imaterial adverse change
in our financial condition or operations, subject to the uncertainties inherent in any litigation.

Item 4. Submission of Matters to a Vote of Security Holders.

Not applicable.
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PART II
Item 5. Market for Common Equity, Related Stockholder Matters and Purchases of Equity Securities

Market for Common Stock; Dividends. Our common stock became listed on The Nasdaq Capital Market, under
the trading symbol “BCAR,” when we completed our corporate reorganization and became the Bank’s parent bank
holding company. Previously, the Bank’s common stock had been listed on The Nasdaq Capital Market under the same
trading symbol since December 30, 2004. Prior to that date, it was quoted for trading on the OTC Bulletin Board under
the same trading symbol. The following table lists high and low published prices of our or the Bank’s common stock, and
cash dividends declared on our or the Bank's common stock, for each calendar quarter during 2005 and 2006. Prices in
the table reflect inter-dealer prices, without retail mark-up, mark-down, or commission, and may not represent actual
transactions. All prices prior to the fourth quarter of 2005 have been restated to reflect the effect of the six-for-five stock
split that we effected in the form of a 20% stock dividend on October 28, 2005.

_Salesprice range -}, prvidonds
Quarter High Low Declared
2006 Fourth ... ... .. $1750 $14.01 $0.05
Third ... e 17.82 15.41 0.05
Second . ... 17.05 15.01 0.05
T 1 16.68 15.39 0.05
2005 Fourth ... oo e $17.57 $14.58 $0.05
Third .o e 15.78 12.58 0.04
Second . ... 14.58 12.38 0.04
T 12.88 11.60 0.04

On December 31, 2006, there were approximately 2.010 total beneficial holders of our common stock, including
1,214 shareholders of record and approximately 796 holders whose shares were in street name.

Information regarding restrictions on our ability to pay dividends is contained in Item 1 of this Report under the
caption “Payment of Dividends.” In the future, any declaration and payment of cash dividends will be subject to the Board
of Directors” evaluation of our operating results, financial condition, future growth plans, general business and economic
conditions, and tax and other relevant considerations. Also, the payment of cash dividends in the future will be subject to
certain other legal and regulatory limitations (including the requirement that our capital be maintained at certain
minimum levels) and will be subject to ongoing review by our banking regulators. There is no assurance that, in the future,
we will have funds available to pay cash dividends, or, even il funds are available, that we will pay dividends in any
particular amount or at any particular times, or that we will pay dividends at all.

Sales of Common Stock. On August 18, 2006, and in connection with the reorganization in which we became the
Bank’s bank holding company, we issued 3,825,192 shares of our common stock in exchange for the 3,825,192 outstanding
shares of the Bank’s common stock. Those shares were issued without registration under the Securities Act of 1933 (the
“1933 Act”) in reliance on the exemption from registration under Section 3(a)(12) of the 1933 Act for bank holding
company reorganizations.

Repurchases of Common Stock. We did not repurchase any shares of our common stock during the fourth
quarter of the year covered by this report.
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The following information is being furnished for purposes of Rule 14a-3. It is not deemed to be filed with
the Securities and Exchange Commisaion or to be incorporated by reference into any filing under
the Securities Act of 1933 or the Securities Exchange Act of 1934, except to the extent
that we apecifically incorporate it by reference into such a filing.

Performance Graph. The following line graphs compare the cumulative total shareholder return (the “CTSR”) on
our common stock during the previous five years with the CTSR over the same measurement period of the Nasdag-
Composite index and the SN, Securities Bank and Thrift index. Each line graph assumes that $100 was invested on
December 31, 2001, and that dividends were reinvested in additional shares.

Bank of the Carolinas Corporation
Total Return Performance

200
/J.\ -
175 4 B
150 7 < _”______‘/ -
iﬁ ,/’f’ =
% 123 Vi "
» .
a e [ NTSURRRR "
100 'N\_,_,‘/f 2 =
75 —
-
50 . . .
2001 2002 2003 2004 2008 2006
— < — Bank of the Carolinas Corporation - - % - - NASDAQ Compusile ~dy~—=§NL Bank and Thrift
Period Ending
Index 12/3101  12/31502 12/31/03 1273104  12/31/05 12/31086
Bank of the Carolinas Corporation ..................... $100.00 $93.07 $119.37 $142.89 $191.28 $175.36
NASDAQ Composite ................................ 100.00 68.76 103.67 113.16 115.57 127.58
SNLBankand Thrift ........ ... .. ... 100.00 93.96 127.39 142.66 144.89 169.30
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Item 6. Selected Financial Data.

Years Ended December 31

2003

2002

$ 7211 $§ 5966

511
946
5,597
672
1,377

232,271
182,945
1,987
194,297
15,200
22,001

0.65%
775
7.02
8.43

$ 057 §

.53

610
898
4,923

1,331

194,488
152,369
1,843
159,725
17,965
15,700

0.76%
8.87
0.00
8.56

(.58
0.56

2006 2005 2004
(In thousands, except per share data and ratios)
Summary of Operations
Netinterestincome ........ ... .. it $ 14,663 $ 12,151 $§ 8,642
Provision for loanlosses . ......... ... ... .. .. 1,157 1,120 952
Noninterest intcome . ........... ittt 3,374 1,341 1,114
Noninterestexpense ............. ... .. ... il 11512 8,832 6,730
Provision for income taxes . ... ... ... . ... ... . 1,894 1,207 615
NetCOme ... e e e 3,474 2,333 1,459
Selected year-end assets and liabilities
ASSES L 454,578 390,187 292,095
AN . . e e e 354,555 299,927 227117
Allowance forloanlosses ............ .. . 3,732 3,315 2,500
Deposits . ... . 382,721 326,640 231,532
Otherborrowings ....... ... ... . ... .. ... ... ... ..., 31,000 27.400 26,400
Shareholders’equity . ... ... ... . ool 37,714 34,651 33,175
Ratios
Returnon average assets . ................. .. ... ... ... 0.84% 0.69% 0.59%
Returnon averageequity ............ ... . 9.57 6.86 6.45
Dividend Payout ........... ... ... ... . 21.98 27.87 30.77
Average equity to averageassels .. ... ... o e 8.73 10.01 9.08
' Per share data

Eamings per share:

Basic ... . $ 091 $ 061 $ 052

Diluted ... 0.88 0.59 0.50

‘ Cashdividendsdeclared . ........... ... ... . ... ... .. 0.20 0.17 0.16

0.04




item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

The following presents management’s discussion and analysis of our financial condition and results of operations. The
discussion is intended to assist in understanding our consolidated financial condition and results of operations, and it
should be read in conjunction with the consolidated financial statements and related notes included elsewhere in this
annual report. This discussion contains forward-looking statements that involve risks and uncertainties. Qur actual results
could differ significantly from those anticipated in these forward-looking statements as a result of various factors. All share
data have been adjusted to give retroactive effect to stock splits and stock dividends.

Bank of the Carolinas Corporation (the Company) is a North Carolina-chartered bank holding company that was
incorporated on May 30, 2008, for the sole purpose of serving as the parent bank holding company for the Bank. The Bank
is an insured, North Carolina-chartered bank that began operations on December 7, 1998, under the name “Bank of
Davie.” On August 18, 2006, we completed a corporate reorganization and share exchange in which the Bank became: our
wholly-owned bank subsidiary.

Because the Company has no operations and conducts no business on its own other than owning Bank of Carolinas
(the “Bank™), the discussion contained in these footnotes concerns primarily the business of the Bank. However, for ease
of reading and because the financial statements are presented on a consolidated basis, the Company and its subsidiary are
collectively referred to herein as the Company unless othenwise noted.

CRITICAL ACCOUNTING POLICIES

Our financial statements are prepared in accordance with acconnting principles generally accepted in the United
States (GAAP). The notes to our audited financial statements lor the years ended December 31, 2008, 2005 and 2004
contain a summary of our significant accounting policies. We believe our policies with respect to methodology for the
determination of our allowance for loan losses, and our asset impairment judgments, such as the recoverability of the
intangible assets, involve a higher degree of complexity and require us to make difficult and subjective judgments that
often require assumptions or estimates about highly uncertain matters. Accordingly, we consider the policies related to
those areas eritical.

Our allowance for loan losses is an estimate of the losses that may be sustained in our loan portfolio. The allowance is
based on two basic principles of accounting: (i} Statement of Financial Accounting Standards (“SFAS”) 5, Accounting for
Contingencies, which requires that losses be accrued when they are probable of oceurring and estimable, and (i) S¥AS
114, Accounting by Creditors for Impairment of a Loan, which requires that losses be accrued based on the differences
between the value of collateral, the present value of future cash flows or values that are observable in the secondary
market, and the loan balance.

The allowance for loan losses is created by direct charges to income. Losses on loans are charged against the
allowance in the period in which those loans, in our opinion, become uncollectible. Recoveries during the period are
credited to the allowance. The factors that influence our judgment in determining the amount charged to non-interest
expense include past loan experience, composition of the loan portfolio, current economic conditions and losses inhezent
in the loan portfolio.

Management's determination of the allowance is based primarily on a mathematical model that estimates the
appropriate allowance for loan losses. This model has several components. The first component involves the estimation of
losses on loans defined as “impaired loans.” A loan is considered to be impaired when, based on current information and
events, it is probable we will be unable to collect all amounts due according to the contractual terms of the loan
agreement, The estimated valuation allowance is the difference, if any, between the loan balance outstanding and the
value of the impaired loan as determined by either 1} an estimate of the cash flows that we expect to receive from the
borrower discounted at the loan’s effective rate, or 2) in the case of a collateral-dependent loan, the fair value of the
collateral,

The second component of the allowance model is to estimate losses for risk graded loans, which consist of
commercial loans and commercial real estate loans. These loans are assigned estimated loss percentages based on their
risk grade. The third component of the allowance model is to estimate losses on homogeneous pools of loans. These pools
cousist primarily of single family residential loans, consumer loans, and equity lines of credit. The allowance for these
pools is based on the historical loss experience and average life of these portfolios. Finally there is a gencral component in
the allowance for losses inherent in the graded loans and homogeneous pools based on several additional risk factors.
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We review our allowance on a quarterly basis and believe that the allowance is appropriate to cover inherent loan
losses ou the loans outstanding as of each reporting date. However, the determination of the allowance using our
procedures and methods rests upon various judgments and assumptions about economic conditions and other factors
affecting loans. No assurance can be given that we will not, in any particular period, sustain loan losses that are sizable in
relation to the amounts reserved for those loans, or that subsequent evaluations of the loan portfolio and our allowance, in
light of conditions and factors then prevailing, will not require significant changes in the allowance for loan losses or future
charges to earnings. In addition, various regulatory agencies, as an integral part of their routine examination process,
periodically review our allowance. Those agencies imay require that we make additions to the allowance based on their
judgments about information available to themn at the time of their examinations.

Accounting for intangible assets is as prescribed by SFAS 142, Goodwill and Other Intangible Assets. We account for
recognized intangible assets based on their estimated wseful lives. Intangible assets with finite useful lives are amortized,
while intangible assets with an indefinite useful life are not amortized. Currently, our recognized intangible asset consists

of goodwill.

Goodwill is not amortized, but is subject to fair value impairment tests on at least an annual basis. If based upon our
evaluation impairment has occurred, the impairment charge is recognized at that tine. Based on the evaluation and
testing described above, we have determined that our recorded goodwill is not impaired.

OVERVIEW

During the year, our assets increased by $64.4 million to $454.6 million at December 31, 2006 from $390.2 million at
year end 2005. Our net income increased to $3.5 million from $2.3 million for 2005. A large portion of this increase was
attributable to the sale of our Carthage branch to First Bank during 2006. The sale of this branch produced a gain of $1.8
million (pre-tax) for the Bank during 2006.

The Bank did experience significant growth of nearly $55 million in its loan portfolio during 2006. However even
with this growth the Bank, along with most other community banks, has struggled to maintain its net interest margins in
this current interest rate environment and will most likely continue to face those same challenges in 2007,

We continued to expand our franchise by opening a new branch in early 2007 in Winston-Salem, our first in the city.
The Bauk has also received regulatory approval to open a branch in the Concord area. The Bank has taken possession of
one of our other real estate properties and plans to renovate this building as our branch location. We plan to complete this
process during 2007,

During the year, the Bank’s Board of Directors approved the formation of a bank holding company of which the
Bank became its wholly owned subsidiary. The reorganization was completed in August 2006. The reorganization was
effected through a share exchange in which each of the Bank's shareholders received one share of common stock of
BankCorp in exchange for each of their shares of the Bank's common stock.

We strive to serve the financial needs of small to mediunm-sized businesses, individuals, and residential homebuilders,
offering a broad array of banking and other financial products emphasizing superior customer service.

Real estate secured loans, including construction Ioans and loans secured by existing commercial and residential
properties, comprise the majority of our loan portfolio, with the balance of our loans consisting of commercial and
industrial loans and loans to individuals. We also offer certain loan products through associations with various mortgage
lending companies. Through these associations, we originate 1-4 family residential mortgages, at both fixed and variable
rates. We earn fees for originating these loans and transferring the loan package to the mortgage lending companies. It has
been our strategy to recruit skilled banking professionals who are well trained and highly knowledgeable about our market
area, enabling us to develop and maintain a loan portfolio of sound credit quality.

The deposit services we offer include sinall business and personal checking accounts, savings accounts, money market
checking accounts and certificates of deposit. The Bank concentrates on providing customer service to build its customer
deposit base and competes aggressively in the area of transaction accounts.

Additional funding includes borrowings from the Federal Home Loan Bank and from federal funds purchased lines
of credit.
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Our results of operations are heavily dependent on net interest income, which is the difference between the interest
earned on loans and securities and the interest paid on deposits and borrowings. Results of operations are also materially
affected by our provision for loan losses, fee income generated from deposit and loan accounts, and noninterest expenses.
Our noninterest expense primarily consists of compensation and employee benefits, occupancy expense, professional
services, advertising, and other noninterest expenses. Results ol operations are also significantly aflected by general
economic and competitive conditions, changes in interest rates, and uctions of regulatory and governmental authorities.

FINANCIAL CONDITION AT DECEMBER 31, 2006 AND DECEMBER 31, 2005

Total assets at December 31, 2006, increased by $64.4 million or 16.5% to $454.6 million compared to $390.2 willion
at December 31, 20035. We had eaming assets of $424.5 million at December 31, 2006 consisting of $:354.6 million in gross
loans, $55.7 million in investment securities and $14.2 million in overnight investments. Stockholders’ equity was §37.7
million at December 31, 2006 compared to $34.7 million at December 31, 2005,

Loans. Gross loans grew by $54.7 million or 18.2% during the twelve months of 2006, from $299.9 million on
December 31, 2005 to $354.6 million at December 31, 2006. On December 31, 2006, real estate loans were 72.5%, and
commercial loans were 25.3% of the total loan portfolio. Gross loans represented 78.0% and 76.9% of our total assets on
December 31, 2006, and December 31, 2005, respectively.

Interest rates charged on loans vary with the degree of risk, maturity and amount of the loan. Competitive pressnres,
money market rates, availability of funds, and government regulation also influence interest rates. On average, our loan
portfolio yielded 8.21% for the period ending December 31, 2006 as compared to an average yield of 7.00% during 2005.

We intend to continue the growth of high quality loan assets to the extent permitted by our capital. With continued
expansion of our geographic market area and the strong acceptance of onr products and services within the communities
we serve, we expect loan growth to continue at its current rate.

The following table contains selected data relating to the composition of our loan portfolio by type of loan on the
dates indicated.

Table 1.
ANALYSIS OF LOAN PORTFOLIO

Al December 31,

2006 2005 2004 2003 2002
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
{dollars in thousands) -
Real Estate Loans:
Residential 1-4
family .......... $ 63221 1726%$ 60,817 1661% $ 57,330 24.11% $ 22971 12.35% % 18,498 11.96%
Commercial ....... 108,907 29.74% 95,301 26.02% 79,764 3354% 89,861 48.32% 68934 44.56%
Construction ...... 71,694 1958% 52,196 14.25% 34,082 1433% 12,098 6.50% 8,664 3.60%
Home Equity . ..... 21640 591% 24942 681% 21,114 888% 14,710 791% 12844 S330%
Commercial business
loans ............... 092479 25.25% 72,798 19.88% 40917 1721% 39,394 21.18% 40379 2510%
Consumer loans:
Installment ........ 6,614 1.81% 5088 1.39% 3,958 1.66% 4,786 257% 3,940 2.55%
Other ............ 1,669 045% 4228 1.16% 651 0.27% 2,166 1.17% 1,423 0.93%
Totalloans ............ 366,224 100.00% 315,370 86.12% 237816 100.00% 185,986 100.00% 154,682 100.00%
Less:
Unfunded construction
loans ............... {12,001) (15,390) (10,573) (2,876) (2,204}
Deferred loan origination
feesand costs ........ 332 (53) (126) (165) (109}
Allowance for loan
losses............... {3,732) {3.315) {2,500) (1,987) {1,843)
Total loans, net ......... $350,823 $296,612 $224 617 $180,958 $150,526
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Allowance for Loan Losses. On December 31 2006, our allowance totaled approximately $3.7 million and
amounted to approximately 1.05% of our total loans and approximately 80.00% of our nouperforming loans. The following
table contains an analysis of onr allowance for loan fosses on the dates indicated.

Table I1.
SUMMARY OF LOAN LOSS EXPERIENCE

Year ended December 31,

2006 2005 2004 2003 2002
{dollars in thousands)
Balance at beginningofperiod . ........ ... ... ... . oL $3315 $ 2500 % 1987 $ 1,843 $ 1,376
Provision forloanlosses .......... .. . i 1,157 1,120 952 511 610
Charge-offs:
Commercial—real estate .. ....... .. ... ... ... ... ... ..... (58) (48) — {378) (161)
Commercial—non-realestate ... ..... ... ... ... ........ (210) (15) (148} — —
Mortgage—realestate ................ ... ... ... ...l {358) {89) (290} — —
Construction .. ... ... .. . — — (27 (63} —
Installment ... ... ... {132) (155) {57) (15} —
Total Charge-offs ......... ... ... ... ... ..., (758) (317) {522} (456) (161)
Recoveries:
Commercial—realestate ............................... 4 — 4 39 18
Commercial—non-realestate ............................ — — 56 —_ —
Mortgage realestate ...................... ... ... ... — — 4 — —
Construction ... ... —_ — — 50 —_
Installimentt ... ... oo 14 12 19 —_ —
Total recoveries . . ... ... .. 18 12 83 89 18
Netcharge-offs ........ .. ... ... .. ... ..., (740) (305) (439) (367} (143)
Balance atendof period .. ... ... ... oo $3,732 $ 3315 $ 2500 $ 1,987 $ 1,843
Ratio of net charge-offs during period to average loans
outstanding ........ ... o 0.23% 0.11% 0.22% 0.22% 0.10%
Ratio of allowance for loan losses to non-performing loans ... ... .. 80.00% 164.40% 196.20% 206.55% 692.86%
Ratio of allowances for loan losses tototal loans . ................. 1.05% 1.11% 1.10% 1.09% 1.21%

Since our organization in 1998, we have experienced substantial growth in our loan portfolio, deposit base and overall
balance sheet. We are required to maintain an allowance for loan losses that reflects the size and risk in our loan portfolio.
This has made it necessary for us to make significant provisions for loan losses, which principally reflect the growth of the
loan portfolio. We expect our loan growth to continue at its current rate and that our provisions for loan losses will
continue to be a major portion of our non-interest expense.

During 2006, we recorded gross charge-offs in the amount of $758,000 which impacted our provision for loan losses

during the period. Overall growth of our loan portfolio was the inost significant contributing factor to the increase in our
allowance for loan losses.
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Table 111,
ALLOCATION OF ALLOWANCE FOR LOAN LOSSES
2006 2005 2004 2003 2002
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
{dollars in thousands)
Real Estate Loans:
Residential, 1-4 family ........ $ 657 17.62%% 639 19.28%% 603 24.11%% 245 12.35%% 220 11.96%
Commercial ................ 1,133 3034 1,002 3023 839 133.54 960 48.33 821 4457
Construction . .............. 669 17.93 549  16.55 358 14.33 129 650 103 5.60
Home Equity ............... 225  6.03 262 791 222  8.88 157 791 153 8.30
Commercial business loans .. ... ... 962  25.77 765 23.08 430 17.21 421 21.18 481 26.10
Consumer loans
Installment ... .............. 69 1.84 53 1.61 42 1.66 51 257 47 255
Other ... i, 17 047 44 1.34 7 027 23 1.18 17 092
Total .. ..o $3,732 100.00%:$3,315 100.00%$2,500 100.00%:$1,987 100.00%%1,843 1_(29@%

The allowance has been allocated on an approximate basis. The entire amount of the allowance is available to absorh losses oceuring in any category. The
alloeation is not necessarily indicative of future losses.

Asset Quality. Certain credit risks are inherent in making loans, particularly commercial and consumer loans. We
assess these risks and attempt to manage them effectively. We also attempt to reduce credit risk by adhering to internal
credit underwriting policies and procedures. These policies and procedures include officer and customer limits, periodic
loan documentation review and follow up on exceptions to credit policies. A loan is placed in a non-accrual status when, in
our judgiment, the collection of interest appears donbtful. Nonperforming assets are defined as nonaccrual loans, loans
contractually past due for more than 90 days but still aceruing interest, and foreclosed or idled properties.

On December 31, 2006, we had loans with an aggregate principal balance of $4.7 million that were delinquent over
90 clays, of which $2.8 million were in non-accrnal status. Interest accrued, but not recognized as income on non-accrual
loans, was approximately $296,000 at December 31, 2006. On the same date, we had total nonperforming assets of
$5.7 million, which includes other real estate owned.

Other real estate owned at December 31, 2006, totaled $1.0 million and consisted of four properties. Other real

estate owned is carried on the balance sheet at values that we feel are less than or equal to the net amounts we will receive
for the properties when they are sokl.
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The following table summarizes information regarding onr non-accrual loans, other real estate owned, and certain
other repussessed assets, on December 31, 2006, 2005, 2004, 2003 and 2002. On those dates, we had no loans categorized
as troubled debt restructuring within the meaning of SFAS 15. |

Table IV.
PROBLEM ASSETS |
At December 31,
2006 2005 2004 2003 2002
{dollars in thousands)
Loans accounted for on a nonacerual basis:
Real estate loans:
Mortgage ... ... .. $ 102 $1,150 $ 279 &8 — $ 69
Commercial ... ... 2,596 474 62 695 —
Construction . ... ... . e — —— —_ 239 —
Home Equity ........ .. ... i —_ —_ _— _— —
Commercial business customers .. ...t 82 65 2 — —_
Installment . .. oo e e — — _— 25 3
Total nonaccrual loans .. ... i 2,780 1,689 343 939 72
Accruing loans which are contractually past due 80 daysormore ........ 1,882 328 931 3 194
Total nonperformingloans ............ .. ... ... ..ol 4662 2017 1274 962 266
Otherrealestateowned ... ... ... . 1,000 2,182 333 156 771
Total nonperformingassets ............... ... ... ... ... $5,662 $4,199 $1607 $1,118 $1,037
Nonperforming loansasa % ofnetloans . ........................... 1.33% 0.68% 057% 053% 017%
Total nonperforming assets as a percentage of total assets .............. 1.25% 1.08% 0.55% 0.48% 0.53%

Investment Securities. Qur investment securities totaled $55.7 million at December 31, 2006, and $47.4 million at
Deceanber 31, 2005. Our investment portfolio includes U.S. Government Agency bonds, mortgage backed securities, state
and municipals and corporate obligations, all of which are classified as “available-for-sale” and carried at fair value.

We use our investment portfolio as a tool to provide liquidity, manage interest rate risk and provide supplemental
earnings. With our rapid growth since we began operations, and with the continuing growth we expect will occur, we
recognize the need to manage liquidity through our investment portfolio. Our securities may be sold from time to time to
increase liquidity or re-balance the interest rate seusitivity profile of our balance sheet.

The following table summarizes the fair market value ol our securities on the dates indicated.

Table V.
INVESTMENTS
December 31,
2006 2003 2004
{dollars in thousands}

U.S. government and agency securities ... ... .. L $38,609 $35,237 $21,266
State and municipal ... 6,938 2,569 —
Mortgage-backed securities ... ... ... 8,021 7,425 9,809
Corporate securities . .. ... ... ... 2,109 2,148 1,027

o 7 DR $55,677 $47.379 $32,102
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The following tables summarize information regarding the scheduled maturities, amortized cost, and weighted
average yields on a tax equivalent basis for our investment securities portfolio on December 31, 2006 and December 31,
2005,

Table VI.
INVESTMENT SECURITIES
At December 31, 2006:
Less than l1to 3 Sto 10 Over 10 Total
1 year years years years Securities
Amortized Average Amortized Average Amortized Average Amortized Average Amortized Average
Cost Yiel Cost Yiel Cost Yiel Coslt Yiel Cost Yiel
{(dollars in thousands)
U.S. Gov't Agency debt
securities ............ $14999 3.36% $21,817 4.67% $2,000 563% § -~ 0.00% $38,816 3.53%
State and municipals . . . .. — — 3,507 4.79% 2838 5.45% 5907 3.66% 6942 496%
Mortgage-backed ....... — —_ 477 3.92% 1,518 3.52% 6,164 4.73% 8159 4.46%
Corporate ............. — —_ — —_ — _ 2015 68l1% 2015 6.81%
Total.............. $14,999 $25,801 $6.356 88,776 $55,932
At December 31, 2005:
Less than 1 lio5 5to 10 Over 10 Total
year years years years Securities
Amortized Average Amortized Average Amortized Average Amortized Avernge Amortized Average
Cost Yiel Cost Yiel Cost Yiel Cast Yiel Cost Yiel
(dollars in thousands)

U.S. Gov't Agency debt

securities ............ $7982  3.10% $26317 3.59% $1501 471% § — —  $35800 342%
State and municipals . . . .. — 1,543  4.29% 529 4.68% 527  3.19% 2599 4.15%
Mortgage-backed ....... —_ 584 3.70% 1953 340% 5119 481% 7,656 4.15%
Corporate ............. — 2046 6.70% 2,046 6.70%

Total .............. $7,982 $28,444 $3,983 $7,692 $48,101

‘HI

|

Deposits. Our deposit services include business and individual checking accounts, savings accounts, NOW
accounts, certificates of deposit and money market checking accounts. On December 31, 2006, total deposits were $582.7
million compared with $326.6 million on December 31, 2005, an increase of $56.1 million or 17.2%. This inciease
resulted primarily from growth provided by our core operations as well as the solicitation of brokered deposits during the
year. On December 31, 2006, time deposits of $100,000 and over made up approximately 43.6% of our total deposits as
compared to 24.9% as of December 31, 2005.

Our deposits are generated primarily from within our banking market. However, the Bank had $81.2 million in
brokered deposits at December 31, 2006 and also solicits certificates of deposit on the Internet throngh Express Data
Corporation’s Quick-Rate CD Clearinghouse. On December 31, 2006, approximately 1.0% of our total deposits were
made up of deposits solicited on the Internet as compared with 6.1% at December 31, 2005, On December 31, 2006,
approximately 21.4% of our total deposits were made up of brokered deposits as compared to 10.3 % at December 31,
2005. The Bank has shifted it's focus to brokered CD’s and away from intemet CD’s during 2006 as is evidenced by these
percentages.

Retail deposits gathered through our branch network continue to be onr prineipal source of funding, It is our intent
to focus our efforts and marketing resources on the growth of our deposit base as we believe this to be the most cost
effective strategy for profitable growth. As our geographic market area continues to expand, access to low cost deposits is
expected to continue to drive our overall growth,
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The following table summarizes our average deposits for the years ended December 31, 2006, 2005, and 2004.

Table VII.
DEPOSIT MIX

For the Years ended December 31
2006 2005 2004

Average  Average Average Average Average Average
Balance Cost Balance Cost Balance Cost

(dollars in thousands)
Interest-bearing deposits:
NOW and money market .................... ... $ 64,727 3.15% $ 53,923 L75% $ 44306 1.26%
Savings ... ool 11,103 0.98% 11,966 0.94% 12,371 0.73%
Certificates of deposit .. ......... ... ... ... ..., 248,174  451% 189,606 3.36% 130,484 2.51%
Total interest-bearing deposits . .. ............ 324,004 255,495 187,161
Non-interest bearing deposits: ....................... 26,787 213,289 17,602
Total deposits ............................ $350,791 3.80% $278,784 2.67% $204,763 1.91%

The following table contains an analysis of our time deposits of $100,000 or more December 31, 2006, 2005 and
2004, respectively.

At December 31,

2006 2005 2004
Remaining maturity ol three monthsordess ........ ... ... ... ... ... ... ....... $ 49718 $12,884 § 5418
Remaining maturity of over three to twelvemonths .. .. ... .. ... ... .. .. 99,724 54,444 7,107
Remaining maturity of overtwelve months .. .. ... .o o oo oo 3574 14,003 9,444
Total time deposits of $100,0000rmore ................ . i $153,016 $81,331 $21,969

Other Borrowings. On December 31, 2006, we had total credit availability through the Federal Home Loan Bank
(“FHLB") of 25% of our assets (approximately $113.6 million). We have pledged as collateral for these borrowings our
FHLB stock and our entire one-to-four family mortgage portfolio as well as eligible commercial loans. On December 31,
2006, we had ontstanding loans of $31.0 million from the FHLB. The balance of FIILB advances at December 31, 2005
was $27.4 million. We also have total borrowing capacity of $18.0 million nnder uncollateralized federal funds lines of
credit.

The following table summarizes our borrowings at December 31, 2006, 2005 and 2004.

Table VIIL.
OTHER BORROWINGS

At December 31,

2008 2005 2004
(dollars in thousands)
Other borrowings:
FHLB advances . ... ..o e e e $31.000 $27.400 $26,400
Weighted average interest rate ... ........ ... ... 4908% 4.16% 341%
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The following table presents our average balances as well as the average cost associated with those balances at vear
end for the specified periods.

For the years ended December 31,
2006 2003 2004

Average Average Average Average Average Average
Balance Cost Balance Cost Balance Cost

(In thousands)
Other borrowings:
FHLB advances . .....veiiiit i ieee i $26,402  4.64% $25,051 3.77% $20,706 291%
Federal funds purchased ...................... ... 444  5.45% 718 350% 104 1.92%
Total other borruwillgs ........................ $26846 4.65% $25,769 3.77% $20,810 9.91%

The above loans have maturity dates between 2006 aud 2012. The loans from the FHLB are secured by a blanket: lien
on the Bank’s 1-4 family residential portfolio, eligible commercial loans and its FHLB stock.

Capital Resources. Total stockholders™ equity increased by $3.0 million to $37.7 million on December 31, 2006,
compared to $34.7 million on December 31, 2005. This increase is principally due to net income of $3.5 million less
dividends declared of $764 thousand during the twelve -month period ended December 31, 2006.

Off-Balance Sheet Transactions, Certain financial trmsactions are entered into by the Company in the ordinary
course of performing traditional banking services that result in off-balance sheet transactions. The ofl-balance sheet
transactions as of December 31, 2006 and 2005, were commitments to extend credit and financial letters of credit. The
Company does not have any ownership interest in any ofl-balance sheet subsidiaries or special purpose entities.

2006 2005
{In thousands}
LOan COIMIEIICIES oo ottt et e e e e e $58,063 $52.390
Finaucial standby lettersof eredit .. ... 1,838 854
Total unused CcoOmMmMItINGILS .« ... L. e e e $59,901 853,244

Commitments to extend credit to customers represent legally binding agreements with fixed expiration dates, since
many of these conunitments expire without being funded, the conmmitment amounts do not necessarily represent liquidity
requirements.

Contractual Obligations. The following disclosure shows the contractual obligations that the Company had
outstanding at December 31, 2006.

Total payments due by period
Less than More than
Total 1Year 1-3 Years 3-S5 Years 5 Years
(in thousands)
Deposits without a stated maturity ... $ 67214 $67214 $ — $ — 8 —
FHLB advances . ... ... e 31,000 14,000 12,000 —_ 5,000
07 Loy S O 1,866 247 461 469 689
Total .. e $100,080 $81,461 $12461 $469 $5,689

COMPARISON OF RESULTS OF OPERATIONS FOR THE YEARS ENDED DECEMBER 31, 2006 AND
2005

Net Income. We had net income of $3.5 million or $0.88 per diluted share for the year ended December 31, 2006,
compared to $2.3 million or $0.59 per diluted share for the year ended December 31, 2005 and $1.5 million or $.50 per
diluted share for the year ended December 31, 2004. Net income before taxes (excluding gain on the sale of our Carthage
branch) grew slightly from 2005 to 2006. Our income tax expense increased to $1.9 million for 2006 from $1.2 million in
2005, the majority of this increase was attributable to the gain on the sale of the Carthage branch. Income tax expense of
$615.000 in 2004 was significantly reduced by credits received from a conservation grant. Return on average assets was
0.84%, 0.69% and .59% and return on average equity was 9.57%, 6.86% and 6.45% for the years ended December 31,
2006, 2005 and 2004, respectively.
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Net Interest Income. Our primary source of income is net interest income, which is the difference between
income generated by our interest-earning assets (primarily loans, investment securities, and interest-bearing balances) and
the expense incurred on interest-bearing liabilities (primarily deposits and borrowed funds used to fund earning assets).
Net interest income increased to $14.7 million for the year ended December 31, 2006, from $12.2 million in 2005 and
$8.6 million at December 31, 2004. Our net interest margin and net interest spread decreased to 3.78% and 3.39%,
respectively, in 2006 from 3.84% and 3.50%, respectively, for the same period of 2005. A better rate and more normal
yield curve environment in 2004 led to a net interest margin and net interest spread of 3.74% and 3.52% in 2004,
respectively. The 2006 changes were largely due to the fact that while average interest-eaming assets grew $71.2 million
during the year, average interest-bearing liabilities also grew by $70.0 million. This nearly identical growth in assets and
liabilities coupled with an increase of 106 basis points on the assets versus 117 basis points for the liabilities led to the
slight decrease in the margins.

Our net interest income is affected by both the difference between the rates of interest earned on interest-eaming
assets and the rates paid on interest-bearing liabilities, and the relative amounts of interest-eaming assets and interest-
bearing liabilities. Table IX suunmarizes the average balances of our various categories of assets and liabilities and their
associated yields or costs for the years ended on December 31, 2006, 2005 and 2004.

Table IX.
NET INTEREST INCOME AND AVERAGE BALANCES
December 31, 2006 December 31, 2005 December 31, 2004
Interest Interest Interest

Avernge Income! Yield/ Avernge Income/ Yield! Avernge Income/ Yield/
Balance Expense Cost Balance Expense Cost Balance Expense Cost

(dollars in thousands)
[nterest-earning assets:
Investiment securities . ........... $ 54380 $ 2184 4.02%$ 41,754 § 1498 3.59%$ 29568 31,075 3.64%
Federal funds sold and interest
bearing assels .. .............. 8447 420 497% 4959 166 335% 3094 39 1.26%
Loans . ...... .., 324989 26672 8.21% 269,893 18892 7.00% 198283 12052 6.08%
Total interest-eaming assets . . ......... 387816 29276 7.55% 316,606 20556 6.49% 230945 13,166 5.70%
Otherassets ..., 28122 _ 22,879 17,935
Totalassets . ........cccvvivevnnin.. $415,938 $339,485 $248 880
Interest bearing liabilities:
Demand deposits ............... $ 64,727 $ 2,040 3.15%¢$ 53,923 $ 942 1.75% $ 44306 $ 560 1.26%
Savings deposits ................ 11,103 109 0.98% 11,966 112 0.94% 12371 90 0.73%
Time deposits .................. 248,174 11,193 4.51% 189,606 6380 3.36% 130484 3,269 2.51%
Other borrowings ............... 27,291 1,270 4.65% 25,769 971 3.77% 20,810 605 gﬂ%
Total Interest-bearing liabilities .. .... .. 351,205 14612 4.16% 281,264 8405 2.99% 207971 4524 2.18%
Demand deposits ................... 26,787 23,289 17,602
Other liabilities ..................... 1,557 935 698
Stockholders’ Equity ................. 36,299 33,997 22 609
Total liabilities and stockholders’
equity ... ... $415,938 $339,485 $248,880
Net interest income & interest rate
spread ... ... $14,664 3.39% $12,151 3.50% $8,642 3.52%
Net yield on average interest-earning
assets ... ... ﬂ% g&% g;?é%
Ratio of average interest-earning assets
to average interest-bearing
liabilities ........................ 1_10% 111% _}l_l_%

Non accrual loans are included in the table for the years ended December 31, 2006, 2005 and 2004. However, the impact of those loans was not
material.
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The following table summarizes the dollar amount of changes in interest income and interest expense for the major
components of our interest-carning assets and interest-bearing liabilities during the twelve months ended December 31,
2006 and 2005. The table shows changes in interest income and expense attributable to volume changes and interest. rate
changes. The changes attributable to both rate and volume changes have been allocated to the changes attributable to rate
changes.

Table X.
VOLUME/RATE VARIANCE ANALYSIS

Year Ended December 31, 2006 vs. 2005 Year Ended December 31, 2003 vs, 2004

Increase {Decrease) Due to Increase {Decrease) Due to
Yolume Rate Total Volume Rate Total
{dollars in thousands)
Interest-earning assets:
Investment securities ............... $ 453 $ 232 $ 685 $ 443 $ (19) $ 124
Federal funds sold and interest-bearing
bank balances ................... 117 137 254 24 103 127
| 70TY | 1 S 3,857 3,923 7.780 4,353 2 487 "@339
Total interest income ........... 4,427 4,292 8,719 4,820 2,571 7.301
Interest-bearing liabilities:
Deposits ..........cveiiiiian 1,094 3,913 5,907 1,431 2,084 3515
Other borrowings .................. 57 242 299 144 229 366
Total interest EXpense . ......... 2051 4,155 6,206 1,575 2 306 3,381
Net interest income ............ $2.376 $ 137 $2,513 $1,245 $ 265 $3,510

Provision for Loan Losses. Provision for loan losses remained relatively flat during the year at $1.2 million only
increasing $37,000 over the 2005 amount which increased $168,000 from the 2004 amount. This was mainly due to a
better than expected outcome on some properties that had been deemed impaired. Net loan charge-offs were $740,000
during the 2006 period compared to $305,000 in the 2005 period and $439,000 in 2004. The allowance for loan losses
expressed as a percentage of total loans was 1.05%, 1.11% and 1.10% at December 31, 2006, 2005 and 2004, respectively.
Nonperforming loans as a percentage of net loans increased to 1.33% at December 31, 2006 from .68% at December 31,
2005 and .57% at December 31, 2004,

Provisions for loan losses are charged to income to bring the allowance for loan losses to a level we deem appropsiate.
In evaluating the allowance for loan losses, we consider factors that include growth, composition and industry
diversification of the portfolio, historical loan loss experience, current delinquency levels, adverse situations that may
affect a borrower’s ability to repay, estimated value of any underlying collateral, prevailing economic conditions and other
relevant factors.

Non-interest Income. In addition to net interest income, we derive revenues from a variety of financial products
and services offered to our customers. The majority of our non-interest income results from service charges on our deposit
accounts, including charges for insufficient funds, check sales, and fees charged for non-deposit services and from
mortgage loan broker fees. Also in 2006, we started an investinent sales division which generated $142,000 of non-intarest
income for the Bank in 2006,

Non-interest income increased by $278,000 or 20.7% for the year ended December 31, 2008, exclusive of a $1.8
million dollar gain on the sale of our Carthage branch. The increase from December 31, 2005 to 2004 was $227,000. The
largest components of non-interest income were service charges on deposit accounts of $947,000 in 2006 as compared
with $847,000 in 2005 and $699,000 in 2004. The increase in cash surrender value of bank owned life insurance
contributed $215,000 to non-interest income during 2006 while mortgage loan broker fees accounted for $177,000,
Mortgage broker income is non-recurring and tends to fluctuate with the interest rate environment.
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The following table describes our nou-interest income for the years ended December 31, 2006, 2005 and 2004,
Table X1,
NON-INTEREST INCOME

2006 2005 2004
(dollars in thousands)

Customerservice fees . .. ... o $ 947 % 847 § 699
Mortgage loan brokerfees ......... ... .. oL 177 196 169
Net gain (loss) on available for sale securities ..................... ... — — 27
Increase in bank owned life insurance .. ... ... ... . .. . 215 203 148
Gainonsaleofbranch .. .. ... . . . 1,755 —_— —
Otherincome .. ... 280 95 71

$3,374 §1,341 $§1,114

Non-interest Expense. Non-interest expense totaled $11.5 willion for the year ended December 31, 2006, an
increase of $2.7 million over the $8.8 million reported for the year ended December 31, 2005 which was a $2.1 million
increase fromn the 2004 amount. As a percentage of average total assets, our total non-interest expenses remained constant
at 2.7% for the years ended December 31, 2006 and 2005 and 2004. Salaries and employee benefits increased by $1.3
million as a result of personnel additions, normal compensation adjustments, and higher costs for group insurance
coverage. Occupancy and equipment costs increased by $190,000 due to the addition of new facilities, data processing
expenses increased by $276,000 and other non-interest expenses increased by $692,000 to a total of $2.8 million for the
year ended December 31, 2006 as compared with $2.1 million for the year ended December 31, 2005. A majority of the
increase in other expense came from the costs associated with the formation of our holding company as well as additional
marketing and other real estate owned expense during 2006.

The following table smmmarizes the major components of our non-interest expense for the years ended
December 31, 2006, 2005 and 2004.

Table XII.
NON-INTEREST EXPENSE

2006 2005 2004

(dollars in thousands)
Salaryand benefits ... .. oo $ 6,130 $4,844 $3,789
Occupancy and equipment expenses ... ... Ll i 1,412 1,222 901
Dataprocessing .. ... .0 i 728 452 191
Advertising ..., .. ... e 417 181 179
Otherexpenses .. ..... ... e 2825 2,133 1,670

$11,512 $8,832 $6,730

Income Taxes. We incurred income tax expense of $1.9 million in 2006 and $1.2 million in 2005. In 2006, income
tax expense was 35.3% of pretax earnings as compared to 34.1% for 2003. The increase in the effective tax rate in 2006
was largely due to a higher effective state tax rate in 2006.

CAPITAL ADEQUACY

We are required to comply with the capital adequacy standards established by the Federal Deposit Insurance
Corporation (FDIC). The FIC has issued risk-based capital and leverage capital guidelines for measuring the adeqnacy
of a bank’s capital, and all applicable capital standards must be satisfied for us to be considered in compliance with the
FDIC’s requirements. On December 31, 2006, our Total Capital Ratio and Tier 1 Capital Ratio were 11.05 % and
10.04%, respectively, which were well above the minimum levels required by the FDIC’s guidelines. On December 31,
2006, our Leverage Capital Ratio was 8.49%, which was also well above the minimum level required by the FDIC’s
guidelines.
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LIQUIDITY AND INTEREST RATE SENSITIVITY

Liquidity. Maintaining adequate liquidity, while managing interest rate risk, is the primary goal of our asset and
liability management strategy. Liquidity is the ability to fund the needs of our borrowers and depositors, pay operating
expenses and meet regulatory requirements. Maturing investments, loan repayments, deposit growth and borrowing from
the Federal Home Loan Bank are presently the main sources of the Bank’s liquidity. The Bank’s primary uses of liquidity
are to fund loans, operating expenses, deposit withdrawals, repay borrowings and to make investments.

Interest Rate Sensitivity. Our goal is to maintain a neutral position on interest rate sensitivity whereby little or no
change in interest income would occur as interest rates change. On December 31, 2006, we were cumulatively Liability
sensitive for the next twelve months, which means that our interest-bearing liabilities would reprice more quickly than our
interest bearing assets. Theoretically, our net interest margin will decline if inarket interest rates rise or increase if market
interest rates full. However, the repricing characteristic of assets is different from the repricing characteristics of funding
sources. Therefore, net interest income can be impacted by changes in interest rates even if the repricing opportunities of
assets and liabilities are perfectly matched.

The following table shows the interest rate sensitivity of our balance sheet on December 31, 2006, and December 31,
2005, but are not necessarily indicative of our position on other dates. Each category of assets and liabilities is shown with
projected repricing and maturity dates. Except as stated below, the amounts of assets and liabilities shown which reprice
or mature within a particular period were determined in accordance with the contractual terms of the assets or liabilities.
Loans with adjustable rates are shown as being due at the end of the next upcoming adjustinent period. NOW accounts,
savings accounts, and money market accounts are assumed to be subject to immediate repricing and depositor availability.
Prepayment assumptions on mortgage loans and decay rates on deposit accounts have not been included in this analysis,
Also, the table does not reflect scheduled principal repayments that will be received on loans. The interest rate sensitivity
of our assets and liabilities may vary substantially if different assumptions are used or if our actual experience differs from
that indicated by the assumptions.

Table XII1.
INTEREST RATE SENSITIVITY

December 31, 2006

1-3 Over3 to Over 12 to Over
manths 12 menths 60 months 80 months Total
(dollars in thousands)
Interest-earning assets:

Residential, 1-4 family ... ... .. ... ... .. .. $ 20718 & 11,063 $ 20672 410,169 § 62622
Allotherloans ... ... ... . .. i 176,745 14,080 80,618 17,709 289,152
Federmal fundssold . ............................... 6,449 — — — 6,449
Investment securities . ........... ... .. 5719 13,108 26,122 10,728 55,677
Interest bearing balances otherbanks ................ 7777 — — —_ 7777

Total .o $217408 $ 38,251 $127.412 $38,606 $421,677

Interest-bearing liabilities:

Demand deposits .......... ... ... 67,214 — — — 67,214
Savings deposits .. ... ... oL 10,021 — — — 10,021
Time depnsits ................................... 83,871 184,138 11,160 — 279,159
Otherborrowings ................................ 8,000 6,000 12,000 5,000 31,000

Total .. oo $169,106 $ 190,138 % 23,160 $ 5000 $387,404
Interest-sensitivity EAP . 48,302 (151,887) 104,252 33,606 34,273
Cumulative sensitivity gap .............. ... ... ... 48302  (103,585) 667 34,273 34,273
Cunmmlative gap as a % of total interest-earning assets . . . 11.5% -24.6% 0.2% 8.1% §.1%
Cumulative ratio of sensitive assets to sensitive

liabilities . .. ... 129% 71% 1009 109% I(E%

Non-acerual loans are included in the nbove tables; however the impact of those loans was not material.
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Quarterly financial data for 2006 and 2005 is summarized in the table below.

Table XIV.
QUARTERLY FINANCIAL DATA

2006 2005
3thQtr 3rdQir. 20dQtr. 1stQtr. 4thQtr 3rdQtr. 20d Qtr. lst Qir.
(In thousands except per share data)

Interestincome .. ....c.vvenvrnnreennnnns 87964 $7.753 $7138 $6,421 $6,066 $5509 $4.816 $4,165
Interestexpense ........................ 4,359 3,940 3,367 2,947 2677 2,340 1,862 1,496
Net interest income .. ......c.covvenieennn. 3605 3813 3771 3474 3380 3169 2924 2,669
Provision for loanlosses . ................. 182 678 180 117 272 322 283 243
Net interest income after provision for loan
I0SSES « ottt e 3423 3135 3591 3357 3,117 2,847 2641 2,426
Noninterest iNCOME ... v vivrunrneennnns 444 2,205 368 357 378 335 333 205
Noninterestexpense ..................... 2851 3544 2651 2466 2441 2218 2,133 2,040
Income before income taxes .. ............. 1,016 1,796 1,308 1,248 1,054 964 841 681
INCOME BAXES .« ot v vt oe i ie e iieenenen 335 648 467 444 360 327 289 231
Netineome .. ...ovviinriniinrnnennenns $ 681 $1,148 $ B41 $ 804 $ 6904 § 637 § 552 % 450
Eamings per share:
Basic . ..ot e $018 $030 $022 $021 $018 $ 017 $ 015 $ 012
Diluted. ..o 0.17 0.29 0.21 0.20 0.18 0.16 0.14 0.11

EFFECTS OF INFLATION AND CHANGING PRICES

A commercial bank has an asset and liability structure that is distinctly different from that of a company with
substantial investments in plant and inventory because the major portion of its assets is monetary in nature. As a result, a
bank’s performance may be significantly influenced by changes in interest rates. Although the banking industry is more
affected by changes in interest rates than by inflation in the price of goods and services, inflation also is a factor that may
influence interest rates. Yet, the frequency and magnitude of interest rate fluctuations do not necessarily coincide with
changes in the general inflation rate. Inflation does affect our operating expense in that personnel expense and the cost of
supplies and outside services tend to increase more during periods of high inflation.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

Market risk reflects the risk of economic loss resulting from adverse changes in market price and interest rate risks.
Interest rate risk is the result of differing maturities or re-pricing intervals of interest-earning assets and interest-bearing
liabilities and the fact that rates on these financial instruments do not change uniformly. These changes can have a direct
impact on the Company’s overall earnings. The current structure of the Company’s balance sheet is such that a significant
increase in interest rates may positively impact net interest income.

Management of the Company actively monitors interest rate risk through the development of and adherence to the
Company’s asset/liability management policy. The Company has also established an Asset Liability Management
Committee (“ALCO”) which monitors interest rate risk exposure, liquidity and funding strategies to ensure that their
potential impact is within standards.




Item 8, Financial Statements and Supplementary Data.

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
Bank of the Carolinas

To the Board of Directors and Stockholders
Bank of the Carolinas Corporation
Mocksville, North Carolina

We have audited the accompanying consolidated balance sheets of Bank of the Carolinas Corporation and subsidiary
(hereinafter referred to as the “Company”) as of December 31, 2006 and 2005, and the related consolidated statements of
income, stockholders’ equity and cash flows for each of the years in the three year period ended December 31, 2006.
These consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. The Company is not required to have, nor were we engaged to
perfonn, an audit of its internal control over financial reporting, Our audit included consideration of internal control cver
financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the eflectiveness of the Company’s internal control over financial reporting,
Accordingly, we express no such opinion. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that sur
audits provide a reasonable basis for our opinion.

In our opinion, the 2006 and 2005 consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Bank of the Carolinas Corporation and subsidiary as of December 31, 2006 and 2005,
and the results of their operations and their cash flows for each of the years in the three year period ending December 31,
2008, in conformity with accounting principles generally accepted in the United States of America.

Dixon Hyghs PLLC

Asheville, North Carolina
March 28, 2007




CONSOLIDATED BALANCE SHEETS

Bank of the Carolinas Corporation
December 31, 2006 and 2005

20086 2005
(En thousands except
share and per share !
data)
Assets
Cash and due from banks .. ... oo e e $ 5626 $ 5,035
Interest-bearing depositsinbanks ... oo 7,777 120
Cashand cashequivalents . ... o i 13,403 5,155
Federal funds sold . ... oo e e 6,449 17,000
Securities available forsale .. ... o e 55,677 47,379
LOMIIS vt e e s e e e e e e e e e e e e 354,555 299,927
Less: Allowance [or loan [0s5es . .. .. o i et e {3,732) (3.315)
Total Ioans, 1B . . . oo ottt e e e e e e e 350,823 296,612
Office properties and equipment,net . ... o 11,142 9,960
Accrued interest receivable .« . .. oo e e e 2,449 1,887
Other real estate 0wned ... ... e e 1,000 2,182
Delerred LK ASSBES . o\ ot ettt e e e e e e 768 1,155
GoothwWill .« . e e e e e 591 612
Bank owned Ble insumuioe . . o oottt e e 8,937 5,722
T ASSEES .+ .\ o vttt e et et e e e e e e e e e et 3,339 2,523
Lol ASSEES .« . oo ottt e e e e e e e $454 578  $390,187
Liabilities and Stockholders’ Equity
Liabilities:
Deposits:
Non-interest bearing .. ... ... . e $ 26317 $ 26,131
Tnterest bearing . ... . i 356,404 300,509
Total deposils .. ... o 382,721 326,640
Federal Home Loan Bank advances . . ...ttt it et e ia e it 31,000 27,400
Accrued interest payable and other liabilities .. ......... .. ..o 3,143 1,496
Total liabilities . .. o e s 416,864 355,536
Comumitments and contingencies (Notes 9 and 13)
Stockholders™ Equity:
Common stock, par value $5 per share: 5,000,000 shares authorized; 3,826,792 and 3,825,192
shares issued and outstanding, respectively .......... ..o 19,134 19,126
Additional paid incapital ... o 11,444 11,419
Retained Ty 11 -+ T R 7,293 4,583
Accumulated other comprehensive loss ... ... {157) (477)
Total stockholders equity ... 37,714 34,651
Total liabilities and stockholders equity .. ... oo $454,578  $390,187

The accompanying notes are an integral part of these consolidated financial statements.
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CONSOLIDATED STATEMENTS OF INCOME

Bank of the Carolinas Corporation
For the Years Ended December 31, 2006, 2005 and 2004

Interest income;

Loans, inclading fees ...
Investment securities .. ... ... . . . e e
Other ..

Total interest iNCoOMIE . .. ... .ot e

Interest expense:

Deposits . ..., e
Otherborrowings ... ... ... ... ...

Total interestexpense . .......... ... ... ... .. ..

Net interest iCOMIE . ... ..t e e et iaee s

Provision forToanlosses . ... ... i

Net interest income after provision for loan losses . ..............

Non-interest income:

Customerservice [ees . ... ... i e e
Net gain on available forsale securities . . ......... ... ... ... ..
Mortgage loun brokerfees ... ... .. ... ... ... oL
Increase in bank owned life insurance ... ... ... .. .. ...
Gainonsaleofbranch ... . ... . .. .. .. ..
Other ..

Total non-interest income . ... ... ... . ... ...

Noninterest expense:

Salaries and employee benefits .. ... .o oL
Net 0CcCupancy eXpense .. ....o. e iue ottt aaanas
Dataprocessing .. ... e
Advertising ....... .. ... L
Other ...

Total non-interest EXPEINSE . ... it e

Income before income taxes . . ... ... .. L
Income tax @XPense .. ... i e

Netineome . ... ... .. e e

Net income per share

Basic ...

...........

2006 2005 2004

{In thousands except
per share data)

$26,672 $18892 $12,052
2,184 1,498 £075
420 166 39

29,276 20,556 13,166

13,343 7,434 3519
1,270 971 305

14,613 §,405 4,524
14,663 12,151 8,342

1,157 1,120 952
13,506 14,031 7,690

947 847 699
— — 27
177 196 169
215 203 148
1,755 — —
280 95 71

3,374 1,341 1,114

6,130 4,844 3,789
1,412 1,222 201
728 452 191
417 181 179
2,825 2,133 1,670

11,512 8,832 6,730

5,368 3,540 2,074
1,854 1,207 615

$ 3474 $ 2333 § 1,459

$ 091 § 061 § 052
$ 088 $ 059 $ 050

The accompanying notes are an integral part of these consolidated financial instrnments.
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CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY

Bank of the Carolinas Corporation
For the Years Ended December 31, 2006, 2005 and 2004

dditional AccBThulated al
Additio er Yo
Common Stock PaidIn Retained Comprehensive Stockholders’

Shares Amount  Capital Earnings Income/(Loss) Equity
(In thousands except per share data)

Balance, December 31,2003 .. ................ 2316,844 $11584 $ 8420 $1.921 $§ 76 $22.001

Stock optionsexercised . .. ........... ... 3,392 17 9 — —_— 26

Current income tax benefit on option exercised . . . — — 6 — — 6

Issuance of common stock, net of issuance cost ... 835811 4,179 6,056 —_ — 10,235

Cash dividends declared ($.20 per share) ........ —_ — — {464) — (464)
Comprehensive income:

NetinCome ... .o vr i it enaraaen e — —_ — 1,459 — 1,459

Other comprehensive income ................. —_ — — — (88) (88)
Total comprehensive income .................. 1,371

Balance, December31,2004 . ................. 3,156,047 15780 14,491 2916 (12) 33,175

Stock options exercised . ... 35,973 180 23 — — 203

Current income tax benefit on option exercised . . . — — 81 — — 81

Adjustment to issuance cost of common stock .. .. — —_ (3) — — (3)
20% stock split in form of adividend ............ 633,172 3,166  (3,166) — — —

Cash in lieu of fractional shares ................ — — {7 — — (7)
Cash dividends declared ($.20 per share) ........ — —_ — (666) — (666)
Comprehensive income:

Netineome . ... it ierienerneenn — _ — 2,333 — 2,333

Other comprehensive income ................. —_ — — — (465) {465)
Total comprehensive income . ................. 1,868

Balance, December 31,2005 . ................. 3,825,192 19,126 11419 4,583 (477) 34,651

Stock options exercised .. ......... ..o 1,600 8 2 —_ — 10

Current income tax benefit on options exercised . . — — 6 — — 6

Stock based compensation expense .. ........... — — 17 — — 17

Cash dividends declared ($.20 per share) ........ — —_— — (764) — {764)
Comprehensive income:

NetinCOImE & . i oottt et ettt ceeee e iiaeans _ —— — 3,474 —_ 3474

Other comprehensive income ................. — — — — 320 320

Total comprehensive income . ................. 3,794

Balance, December31,2006 . ................. 3,826,792 $19,134 $11444 §$7,293 $(157) $37,714

The accompanying notes are an integral part of these consolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Bank of the Carolinas Corporation
For the Years Ended December 31, 2006, 2005 and 2004

Cash flows from operating activities:

L\ B8 1 T, o 11 1< P AN

Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization . ......c. vttt e e
Delfjerred taxexpense (benefit) ... .. ... ... L
Provision for1oan 1osses . .. ... ... e e
Amortization of premiums on securities, net ... .. ... o e e
Stock OpHON EXPEIISE .. ..ot e
Excess tax benz%(i from stock based compensation ....... ... ... . ... il
Increase in bank owned life insurance ....... ... i i i e
Gainonsale of branch . ... ..o .
Loss (gain} on sale of other real estate owmed .......... ... . ... . i
Loss (gain) onsale of fixed assets ............ o o i
Gain on sale of SBCUTIHES . . . .. .. .. .ttt e e e e e e
Net changes in:

Accrued interest receivable . .. ... ...

OEher as5ets ... it e e e e

Deferred loan costs, et ... .. oottt e

Accrued expenses and other liabiliies .. ..... .. ... ... . ol

Net cash provided by operating activities ... ............... ... ..

Cash flows from investing activities:
Net change in federal fundssold ........... ... ... .. . . .
Activity in available for sale securities:

PUIChases . .o e e

Principal lzayments received ... e

Proceeds fromsale .. ... ot

Maturities and calls of securfties . .. ..ot e
Net loan originations and principal payments . ........ ... ... ... . i
Purchase of FHLB stock .. ... ... ittt e et
Purchase of property and equipment . ....... ... o
Proceeds froi:n Sl:l]:gf brangu P
Proceeds fromsale of fixed assets . ... ... i e e
Additions tootherreal estate owned ... ... o e
Proceeds from sale of other real estateowned .. ... . ... .. .

Investment in bank owned life Insurance .. ...... ... . e

Net cash used by investing activities . ........... .. ... ... . .l

Cash flows from financing activities:

Net increase i deposits .. .. .. ... .. e
Net proceeds from FHLB advances ........... ..o i e
Proceeds from issuance of commonstock ... ... . o e
Excess tax benefit from stock based compensation ......... ... ... L
Cashdividends paid . ... ... .. e

Net cash provided by financing activities ... ........ ... .. .. ... .. . i

Net increase (decrease) in cash and cashequivalents ....... ... ... ... ... ... ... ...
Cash and cash equivalents at beginning of year ... ....... .. .. .. ... .

Cash and cash equivalents atend of year .. ... oo o L

Supplemental disclosures of cash flow information:
Cash paid during the peried for:

L (1 G
Income taxes paid . ... ... .. e

Non-cash investing and financing activities:
Unrealized losses on securities available for sale, net of income taxeffect ..................
Transfer of foreclosed assets from loansreceivable .. ... . ... ... 00t iiiiiiiannns
Dividends declared, notpaid ......... ... e

2006 2005 2004
(In thousands)

$ 3474 $ 2333 $ 1459
654 580 444
240 (49} 217)
1,157 1,120 052
64 71 75

17 — —

(6) — =
(215) (203) (148)
(1,755) — —
333 36 (35)
) {7) 4

- — (27)
(562) (797) (183)
(513) (345) 538
(380} {(73) (39)
1,647 430 222
4,154 3,006 3.045
10,551 (8,068) (218)
(19517)  (18151) (21,039)
1,622 2,100 2,491
— —_— 4,025
10,000 — 12300
(53.963) (75,013) (45.669)
(313) (246) (691)
(816) (745)  (4,354)
2,134 — —
29 34 26
{249) (211) —
691 300 1,002
(3.000) — {537
{54,838) (100,922) (57,298)
56,081 95,108 37,235
3,600 20,500 18,200
10 203 10,261

6 o— —_
(765) (598) (464)
58932 115213 65,232
8,248 (2.113) 3979
5,155 7,968 3,289
$13403 $ 5155 § 7,268
$13194 $ 7875 § 4491
$ 2155 § 1416 § 398
$ 320 $ (465} $  (88)
975 1,973 1,098
191 101 116

The accompanying notes are an integral part of these consolidated financial statements.
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BANK OF THE CAROLINAS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2006, 2005 and 2004

{(Tabular amounts in thousands except share and per share data)

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization—Bank of the Carolinas Corporation (the Company) is a North Carolina-chartered bank holding
company that was incorporated on May 30, 2006, for the sole purpose of serving as the parent bank holding company for
the Bank. The Bank is an insured, North Carolina-chartered bank that began operations on December 7, 1998, under the
name “Bank of Davie.” On August 18, 2006, we completed a corporate reorganization and share exchange in which the
Bank became our wholly-owned bank subsidiary. Upon completion of the reorganization, each of the 3,825,192
outstanding shares of the Bank’s $5.00 par value common stock was converted into and exchanged for one newly issued
share of our $5.00 par value coummon stock.

Because the Company has no operations and conducts no business on its own other than owning Bank of Carolinas
{the “Bank”), the discussion contained in these footnotes concerns primarily the business of the Bank. However, for ease
of reading and because the financial statements are presented on a consolidated basis, the Company and its subsidiary are
collectively referred to herein as the Company unless otherwise noted.

The accounting and reporting policies of the Bank follow accounting principles generally accepted in the United
States of America and general practices within the banking industry. The following is a summary of the more signilicant
accounting policies.

Business—The Company provides a variety of financial services to individuals and small businesses through its retail
offices. Its primary deposit products are demand deposits and time certificate accounts and its primary lending products
are consumer, commercial, and mortgage loans. The Company does not have significant concentrations to any one
industry or customer.

Use of Estimates—The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period. Actual results could differ
from those estimates. Material estimates that are particularly susceptible to significant change in the near term relate to
the determination of the allowance for loan losses, and the valuation of deferred tax assets.

Cash and Cash Equivalents—The Company considers all highly liquid investments with a maturity of three
months or less when purchased to be cash equivalents. Cash and cash equivalents are defined as those amounts included
in the balance sheet captions “cash and due from banks™ and “interest-bearing deposits in banks.”

Securities—Securities available for sale are carried at fair value. The Company has identified its holdings in debt
securities as available for sale. The unrealized holding gains or losses on securities available for sale are reported, net of
related income tax effects, as accumulated other comprehensive income unless a valuation reserve has been established.
Changes in unrealized holding gains or losses are included as a component of other compreheusive income until realized.
Purchase premiums and discounts are recognized in interest income using the interest method over the terms of the
securities. Declines in the fair value of held-to-maturity and available-for-sale securities below their cost that are deemed
to be other than temporary are reflected in income as realized losses. Gains or losses on sales of securities available for
sale are based on the specific identification method.

Loans Receivable—The Company grants mortgage, commercial and consumer loans to customers. A substantial
portion of the loan portfolio is invested within the central North Carolina region. The ability of the Company’s debtors to
honor their contracts is dependent upon the real estate and general economic conditions in this area.

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or pay-off
genenally are reported at their outstanding unpaid principal balances adjusted for the allowance for loan losses, loans in
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BANK OF THE CAROLINAS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
December 31, 2006, 2005 and 2004

process, and any deferred fees or costs on originated loans. Interest income is accrued on the wipaid principal balance.
Loan origination fees, net of certain direct origination costs, are deferred and recognized as an adjustment of the related
loan using the interest method.

The accrial of intevest on mortgage and commercial loans is discontinued at the time the loan is 90 days delinquent
unless the loan is well secured and in process of collection, All interest accrued but not collected for loans that are placed
on non-accral or charged off is reversed against interest income. The interest on these loans is accomnted for on the cash-
basis or cost-recovery method, until qualifying for return to acernal. Loans are returned to acerual status when all the
principal and interest amounts contractually due are brought current and future payments are reasonably assured.

Allowance Loan Losses—The allowance lor loan losses is established as losses are estitated to have occurred
through a provision for loan losses charged to income. Loan losses are charged against the allowance when management
believes the uncollectibility of a loan balance is confirmed. Subsequent recoveries, if any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon management’s
periodic review of the collectibility of the loans in light of historical experience, the nature and volume of the loan
portfolio, adverse situations that may affect the borrower’s ability to repay, estimated value of any underlying collateral
and prevailing economic conditions. This evaluation is inherently subjective, as it requires estimates that are susceptible to
significant revision as more information becomes available.

A loan is considered impaired when, based on current information and events, it is probable that the Bank will be
unable to collect the scheduled payments of principal or interest when due according to the contractual terms of the loan
agreement. Factors considered by management in determining impairment include payment status, collateral value, and
the probability of collecting scheduled principal and interest payments when due. Loans that experience insignificant
payment delays and payment shortfalls generally are not classified as impaired. Management determines the significance
of payment delays and payment shortfalls on a case-by-case basis, taking into consideration all of the circumstances
surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the borrower’s prior
payment record, and the amount of the shortfall in relation to the principal and interest owed. Impainnent is measured on
a loan by loan basis for commercial loans by either the present value of expected future cash flows discounted at the loan’s
effective interest rate, the loan’s obtainable market price, or the fair value of the collateral if the loan is collateral
dependent. Income on impaired loans is recognized on a cash basis.

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment, Accordingly, the
Company does not separately identify individual consumer and residential loans for impairment disclosures.

Office Properties and Equipment—Iand is carried at cost. Buildings, leasehold improvements and equipment sre
stated at cost less accumulated depreciation, Depreciation is computed on the straight-line method over the lesser of
estimated useful lives of the assets or lease terms ranging from 3 to 40 years. The cost of maintenance and repairs are
charged to income as incurred while expenditures that materially increase the useful lives of property are capitalized.

Federal Home Loan Bank Stock—Investment in stock of the Federal Home Loan Bank is required by law of every
member. The investment is carried at cost since redemptions of this stock have been historically at par. No ready market
exists for the stock, and it has no quoted market value. The stock is presented in other assets. Due to the redemption
provisions of the FHLB, the Bank estimates carrying value equals fair value and that it was not impaired at December &1,
2006. The stock had a carrying value of $1,815,000 and $1,862,000 at December 31, 2006 and 2005, respectively.

Foreclosed Assets—Assets acquired through, or in lieu of, loan foreclosure are held for sale and initially recorded at
fair value at the date of foreclosure, establishing a new cost basis. Subsequent to foreclosure, valuations are periodically
performed by management, and the assets are carried at the lower of carrying amount or fair value. Expenses associated
with maintaining these properties, are included in other non-interest expense. The provision for real estate losses is
included in non-interest expense. Realized gains and losses on disposal of real estate is included in non-interest expense.
Foreclosed assets are presented in other real estate owned.
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BANK OF THE CAROLINAS CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
December 31, 2006, 2005 and 2004

Goodwill—The Company has adopted Statement of Financial Standards (SFAS) No. 141 entitled Business
Combinations (Statement 141), SFAS No. 142 entitled Goodwill and Other Intangible Assets (Statement 142), and SFAS
No. 147 entitled Acquisitions of Certain Financial Institutions (Statement 147). Certain provisions of Statement 142
relating to business combinations consummated after June 30, 2001, were adopted by the Bank on July 1, 2001. The
remaining provisions of Statement 142 and all provisions of Statement 141 were adopted effective January 1, 2002.
Statement 147 provisions were adopted January 1, 2003.

Goodwill is recognized in business combinations to the extent that the price paid exceeds the fair value of the net
assets acquired, including any identifiable intangible assets. Goodwill is not amortized, but is subject to fair value
impairment tests on at least an annual basis. On April 26, 2006 the Company announced it had entered into a definitive
agreement whereby First Bank would purchase the Company’s branch located at 109 Monroe Street in Carthage, NC.
The transaction was consummated in the third quarter. The Company allocated approximately $21,000 of the $612,000 in
goodwill to the sale of this branch based on an analysis of the relative fair market value of the branch to the Company as a
whole.

Income Taxes—The Company utilizes the liability method of computing income taxes. Under the liability method,
deferred tax liabilities and assets are established for future tax return effects of the temporary differences between the
stated value of assets and liabilities for financial reporting purposes and their tax bases. The focus is on accruing the
appropriate balance sheet deferred tax amount, with the statement of income effect being the result of the changes in the
balance sheet amounts from period to period. Current portion of income tax expense is provided based upon the actual tax
liability incurred for tax return purposes.

An evaluation of the probability of being able to realize the future benefits of deferred tax assets is made. A valuation
allowance is provided for the portion of the deferred tax asset when it is more likely than not that some portion or all of
the deferred tax asset will not be realized.

Stockholders’ Equity—On September 23, 2005, the Company declared a six for five stock split that was affected in
the form of a 20 percent stock dividend, payable as of October 28, 2005, to stockholders on record as of October 14, 2005.
Al per-share data herein has been adjusted to include the effect of the stock split.

Eamings Per Share—Basic earnings per share represents income available to common stockholders divided by the
weighted-average number of common shares outstanding during the period. Diluted earnings per share reflects additional
common shares that would have been outstanding if dilutive potential common shares had been issued, as well as any
adjustment to income that would result from the assumed issuance. Potential common shares that may be issued by the
Bank relate solely to outstanding stock options, and are determined using the treasury stock method.

Earnings per share have been computed based on the following (as adjusted for the six for five stock split):

Years Ended December 31,
2006 2005 2004

Net income applicable tocommonstock ................. ..., $ 3474 § 2333 $ 1,459
Average number of common shares outstanding used to calculate basic

eamingspershare ... ... ... ... ... i 3,825,343 3,799,565 2,792,137
Additional potential common shares due to stock options . . . .......... 138,015 151,277 144,870
Average number of common shares outstanding used to calculate

diluted eamings pershare ........... ... . .. ..o 3,963,358 3950,842 2,937,007

Stock Compensation Plans—The Company adopted Statement of Financial Accounting Standards No. 123(R),
Share-Based Payment on January 1, 2006. Prior to adopting this standard the Company used the intrinsic value method as
prescribed by APB No. 25. Under APB 25, the Company recognized no compensation expense for stack options granted
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December 31, 2006, 2005 and 2004
when the exercise price was equal to or greater than the market value on the grant date. The Company chose to adopt the
modified prospective method to apply FAS 123(R) and therefore has not re-stated prior period amounts. Using the

modified prospective method, the Company is required to record expense for the unvested portion of all options which
vest after adoption of the standard as well as for all options issued after its adoption.

Comprehensive Income—Accounting principles generally require that recognized revenue, expenses, gains and
losses be included in net income. Although certain changes in assets and liabilities, such as unrealized gains and losses on
available-for-sale securities, are reported as a separate component of the equity section in the balance sheet, such items,
along with net income, are components of comprehensive income.

The components of other comprehensive income and related tax effects are as follows:

Years Ended December 31,

2006 2005 2004
Unrealized holding gains (losses) on available-for-sale securities . .............. $ 468  $(703) 3(107)
Reclassification adjustment for gains realized in netincome .................. —_ — (27)
Net unrealized gains (losses) .. .............. oo oo 468 (703) (134)
Tax effect, net of valuationallowance . .......... . .. i, {148) 238 46
Other comprehensive income (loss) netoftax ....................... .. ... $ 320  $(465) (88)

Reclassifications—Certain amounts reflected in the December 31, 2004 financial statements have been reclassified
to conform with the presentation for the year ended December 31, 2006 and 2005.

New Accounting Pronouncements—In December 2005, the FASB issued FSP SOP 94-6-1, “Terms of Loan
Products that May Give Rise to a Concentration of Credit Risk.” The disclosure guidance in this FSP is effective for
interim and annual periods ending after December 19, 2005. The FSP states that the terms of certain loan products may
increase a reporting entity’s exposure to credit risk and thereby may result in a concentration of credit risk as that term is
used in SFAS No. 107, either as an individual product type or as a group of products with similar features. SFAS No. 107
requires disclosures about each significant concentration, including “information about the (shared} activity, region, or
economic characteristic that identifies the concentration.” The FSP suggests possible shared characteristics on which
significant concentrations may be determined which include, but are not limited to borrowers subject to significant
payment increases, loans with terms that permit negative amortization and loans with high loan-to-value ratios.

This FSP requires entities to provide the disclosures required by SFAS No. 107 for loan products that are
determined to represent a concentration of credit risk in accordance with the guidance of this FSP for all pericds
presented. The Company adopted this disclosure standard effective December 31, 2005.

In June 2006, the FASB issued FIN 48 “Accounting for Uncertainty in Income Taxes”. FIN 48 states that a company
should evaluate the certainty that a tax position taken will be sustained upon examination. 1f the Company should
determine upon evaluation that a position is likely to not be upheld then the institution is responsible for its recognition on
the financial statements. The Company will begin the process of evaluating the impact of FIN 48 as it becomes effective.

In September 2006, the SEC issued SAB 108 “Considering the Effects of Prior Year Misstatements When
Quantifying Misstatements in Current Year Financial Statements” this instructional guidance clarifies the way that
management and external auditors of public companies, should evaluate the materiality of uncorrected financial statement
misstatements. The guidance indicates that the difference should be evaluated using both an “Iron Curtain” method and a
“Roll-over” method. The Iron Curtain method is one where empbhasis is placed on the amount of the misstatement in the
ending balance sheet, whereas the rollover method places emphasis on the effect of current and reversing prior
misstatements on the current income statement.
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December 31, 2006, 2005 and 2004 '

The guidance suggests a dual approach, indicating that an entity should give equal consideration to the misstatements

of each of its financial statements. Initial adoption of SAB 108 could lead to a restatement of previons financial statements
or a cumulative effect adjustment in the current period. The SAB is effective for years ending on or after November 15,

2006. The Company adopted this standard on December 31, 2006 with no material impact on the consolidated financial
statements,

2. INVESTMENT SECURITIES

The amortized cost and estimated fair values of investinents are summarized as follows:

December 31, 2006
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities:
U.S. Government and AZEHNCY .o $38,815 $ 69 $275 $38,609
State and municipals ........................................ 6,944 32 38 6,938
Comporale . ... oo e 2,014 96 1 2,109
Mortgage-backed . ... oo 8,159 33 171 8,021
$55,932 $230 3485 $55,677
December 31, 2005
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Cains Losses Value
Debt securities:
US. Governmentand Agency .......... .. ... ... $35 800 $ 3 $566 $35,237
Statcand municipals .. ... oo 2,599 — 30 2,569
Corporate . . ... ... e 2,046 104 2 2,148
Mortgage-backed .. ........... ... 7,656 7 238 7,425
$48,101 $114 $836 $47.379

The Bank had investment securities with a carrying value of approximately $16.5 million and $8.8 million pledged
against deposits at December 31, 2006 and 2005 respectively.
The amortized cost and fair value of debt securities by contractual maturity at December 31, 2006 is as follows:

Amortized Estimated
Cost Fair Value

Within Lyear .. ... ... $14.999  $14,890
Over lyearthroughSyears ... . ... ... . i 25,324 25,168
Over 5 years through 10years ... ... . i 4838 4887
Over IO Y ars . ..o 2,612 2,711

47,773 47,656
Mortgage backed securities ........... ... 8,159 8,021

$55,932  $55,677

For the year ended December 31, 2004, proceeds from sale of securities available for sale were approximately
$4,025,000. Gross realized gains amounted to approximately $36,000, and gross realized losses amounted to approximately
$5,000.
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The fair value of securities with unrealized losses at December 31, 20086, is as follows:

U.S. Government and agency . .............. ..
State and municipals ... oL
Corporate . ........oo i
Mortgage backed securities

Total ..o e

Less than 12 Months

12 Months or More Total

Estimated Unrealized Estimated Unrealized Estimated Unrealized

The fair value of securities with unrealized losses at December 31, 2005, is as follows:

U.S. Government and AZENCY oo
State and municipals ... ... oL o Ll
Corporate . . ................... i,
Mortgage backed securities

Total ... o

Fair Value Laosses Fair Value Losses Fair Value Losses

$2,992 $ 7 $26,562 $268 $29,554 $275

1,583 9 2,020 29 3,603 34

— — 1,057 1 1,057 1

— = 5210 171 5,210 171

$4575  $16  $34,840  $460  $39.424  $48%
Less than 12 Months 12 Months or More Total

Estimated Unrealized Estimated Unrealized Estimated Unrealized

Fair Value Losses Fair Value Losses Fair Value Losses
$14,278 $130 320,457 $436 $34,735 $566
2 569 30 — — 2,569 30
1,090 2 — —_ 1,090 by
1,230 38 5,072 200 6,302 238
$19,167 $200 $25 529 $636 $44,696 $836

Management of the Bank believes all unrealized losses as of December 31, 2006, represent temporary impairment.
The wnrealized losses have resulted from temporary changes in the interest rate market and not as a resnlt of credit
deterioration. The majority of the securities that have losses greater than twelve months are backed by government
agencies and therefore carry very little risk of default. The Bank has sufficient liquidity sources to be able to hold these

securities until the fair value recovers.

3. LOANS RECEIVABLE

Loans receivable are suinmarized as follows:

Mortgage loans on real estate:

Residential, 1-4 family ... ... .o oo
Commercial .. ... e
ConStrICHOI . ..

Home equity

Commercial IO‘dI]S

Conswner installment loans:

Installtment . ..o

Other

Gross loans receivable ... . .. e

Adjustments:

Unamortized loan (fees) costs .. ...

Undisbursed portion of construction loans

Allowance forloan losses ... ..o oo

Loans, Nt ... e

December 31,

2006 2005
$ 63,221 § 60,817
108,907 95,301
71,694 52,196
21,640 24,942
265,462 233,256
092,479 72,798
6614 5,088
1,669 4,228
§,283 9,316
366,224 315,370
132 (53)
(£2,001) (15,390)
{3,732) (3,315)

$350,823  $296,612
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The changes in the allowance for loan losses are summarized as follows:

For the Year Ended
December 31,
2006 2005 2004
Beginningbalance . .......... ..o oo $3,315  $2,500  $1,987
Provision for Joan 1osses . ... ot e 1,157 1,120 952
Charge-offs ... ... .. (758) (317) (522)
RECOVEIIES . .. v ittt et ettt et et e 18 12 83
Endingbalance ........ ... ... i £3.732 $3315  $2,500

In accordance with Statement of Financial Accounting Standards No. 114, Accounting by Creditors for Impairment
of a Loan, loans totaling approximately $3,162,000 in non-homogenous groups were determined to be impaired as of
December 31, 2006 while approximately $1,673,000 were determined to be impaired as of December 31, 2005. Specific
loan loss reserves of $636,000 and $574,000 were related to these loans as of December 31, 2006 and 2005, Income has
not been recognized on these loans since being placed in impaired status. The average balance invested in impaired loans
during 2006 was approximately $2,771,000 and $656,000 in 2005.

Loans in non-accrual status were approximately $2,780,000 and $1,689,000 at December 31, 2006 and 2005,
respectively. Interest accrued, but not recognized as income on these loans, was approximately $296,000 and $54,000 for
the years ended December 31, 2006 and 2005, respectively.

Directors and officers of the Bank and companies with which they are affiliated are customers of the Bank in the
ordinary course of business and are considered “insiders.” Outstanding balances for term loans and lines of credit to
insiders as of December 31, 2006 and 2005 were approximately $7.4 and $5.8 million, respectively.

The change in the term loans to insiders is as follows:

Balance, December 31, 2005 .. ... . it e e $ 2340
Onginations . ... ... . e 3,500
Repayments and participationssold ... .......... ... (4,047)
Balance, December 31, 2006 . ... ... it e e $1,793

Available lines of credit to insiders as of December 31, 2006 were $1.3 million.

4, OFFICE PROPERTIES AND EQUIPMENT

Office properties and equipment are summarized as follows:

December 31,

2008 2005
Land ..t e e e e et e $ 1216 $ 1,117
Buildings . .. .. ..o 7,051 7,260
Construction N ProOgress ... ..v v ettt 1,446 —
Leasehold Improvements ........ ... ... oo 684 591
Furniture, fixtures and equipment ......... ... ...t 3,474 3,200

13,871 12,168
Less, accumulated depreciation ........... ... ... el 2,729 2,208

$11,142 § 9,960
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Construction in progress is comprised of a former OREO property the Bank held in the Concord area which we plan

on renovating and opening as our Concord area branch. The Bank has received regulatory approval for this branch and it
should open during 2007.

5. LEASES

The Bank has entered into lease agreements for certain branch facilities. The leases expire through December 2017
and contain various renewal options. For the years ended December 31, 2006, 2005 and 2004, rental expense was
approximately $151,000, 146,000 and $125,000, respectively.

The approximate minimum future lease payments are as follows:

0T e 3 247
2008 L e 231
200D e e e, 230
2000 L e 233

201 . 236
Thereafter .. ... ... . . . e 689
$1,866

6. DEPOSITS

The aggregate amount of deposits with a minimum denomination of $100,000 was approximately $153.0 million and
$81.3 million at December 31, 2006 and 2005, respectively.

Contractual maturities of time deposits are summarized as follows:

December 31,
2006 2005
12monthsorless .. ... . i e $265,000 $192,490
L 3years .o e 10,493 34,468
Therealter ... ... 667 2,929

$279,169 $229,887

At December 31, 2006 and 2005, the Company had $81.8 million and $33.5 million in brokered CD’s, respectively.

7. FEDERAL HOME LOAN BANK ADVANCES

The Bank had total advances from the Federal Home Loan Bank (“FHLB") of $31,000,000 and $27,400,000 at
December 31, 2006 and 2005, respectively. The weighted average interest rate on the advances was 4.98% and 4.16% at
December 31, 2006 and 2005, respectively. The range of rates on the outstanding advances varied from 4.33% to 5.70%

The contractual maturities of advances are as follows;

200 e e e e e e $14,000
2008 .. e e e 2,000
2000 L e 10,000
13 L —

200 o e e e —_
Thereafter .. ... e 5,000
$31,000

The Bank has total remaining credit availability through the FHLB of approximately $82.6 million. As of
December 31, 2006, the Bank pledged as collateral for these borrowings its FHLB stock and the Bank’s entire 1-4 family
mortgage portfolio as well as qualifying commercial loans, as defined.
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8. FEDERAL FUNDS PURCHASED

At December 31, 2006, the Bank had total borrowing capacity of $18 million relating to uncollateralized federal funds
lines of credit. The Bank had no outstanding balances on these lines at December 31, 2006 or 2005.

9. INCOME TAXES
The components of income tax expense are as follows:

For the Years Ended December 31,

2006 2005 2004
Current tax expense
Federal . ... o $1,403 31,176 $ 832
b 3 ¢ < S P 251 80 —
1.654 1.256 832
Deferred tax expense (benefit)
Federl . ... s 211 (126) {126)
o3 1 1 < G 29 77 (91)
240 (49} (217)
Total INCOME LAX EXPOISE .. .. ... i 31,894  $1,207 $ 615

The differences between actual income tax expense and the mmount computed by applying the federal statutory
income tax rate of 34% are reconciled as follows:

2006 2005 2004

Computed income tax eXpense . ... ... .o e $1.825 81204 %705
Changes resulting from:
Tax cretlitS . oo o e e e e e — —  {102)
State tax expense, netof federal benefit ............ ... ... . 185 103 —
Non-taxable Ineome ... ... e (133) (93) (59)
Other .. e 17 (7) 71
Actual income Bx expense ... ... .. $1,894 $1,207 %615

"The components of deferred income taxes are as follows:

December 31,
2006 2005

Deferred tax assets:

Allowance for loan bosses .. ... o i e e e $1,.212 $1,106
ACCTUE EXPRIISES . . Lot 112 109
oY oL] 1214 LT O A AU PR 98 245
Contribution carryforwards .. ... o — 118

1,422 1,578

Deferred tax liabilities:

Depreciation and amortization . ... 507 344
Prepaid eXpenses ... .. ... .. 122 54
.14 37 oSN P 25 25
654 423

Net delerred fax asset .. . . ot e e e e e e $ 768 $1,155
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Management has not established a valuation allowance as of December 31, 2006 as they believe it is more likely than
not that deferred tax assets will be utilized.

10. REGULATORY MATTERS

Under North Carolina law, the Company is authorized to pay dividends as declared by our Board of Directors,
provided that no such distribution results in onr insolvency on a going concern or balance sheet basis. However, althongh
we are a legal entity separate and distinct from the Bank, our principal source of funds with which we can pay dividends to
our shareholders and pay our own obligations is dividends we receive from the Bank. For that reason, our ahility to pay
dividends effectively is subject to the same limitations that apply to the Bank. There are statutory and regulatory
limitations on the Bank’s payment of dividends to us.

Under North Carolina law, the Bank may pay dividends only from its undivided profits. However, if the Bank's
surplus is less than 50% of its paid-in capital stock, then the Bank's directors may not declare any cash dividend until it has
transferred from undivided profits to surplus 25% of its undivided profits or any lesser percentage necessary to raise its
surplus to an amount equal to 50% of its paid-in capital stock.

The Bank, as a North Carolina banking corporation, may pay dividends only out of retained earnings as determired
pursuant to North Carolina General Statutes Section 53-87. However, regulatory authorities may limit payment of
dividends by any bank when it is determined that such a limitation is in the public interest and is necessary to ensure
financial soundness of the bank. Additionally, dividends for the first three years of operations of new banks are explicitly
prohibited by the State of North Carolina Banking Commission and the Federal Deposit Insurance Corporation unlsss
special exceptions are made.

"To comply with banking regulations, the Bank is required to maintain certain average cash reserve balances based on
average daily deposits. At December 31, 2006, the Bank met the regulatory cash reserve requirements,

The Bank is subject to various regulatory capital requirements administered by the federal and state banking
agencies. Failure to meet minimum capital requirements can initiate certain mandatory and possible additional
discretionary actions by regulators that, if undertaken, could have a direct material effect on the Bank's financial
statements. Under capital adequacy guidelines and the regulatory framework for prompt corrective action, the Bank must
meet specific capital guidelines that involve quantitative measures of the Bank's assets, liabilities, and certain
off-balance-sheet items as calculated under regulatory accounting practices. The Bank's capital amounts and classification
are also subject to qualitative judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain minimum
amounts and ratios (set forth in the table below) of total and Tier I capital (as defined in the regulations) to risk-weighted
assets (as defined), and of Tier 1 capital (as defined) to average assets (as defined). Management believes, as of
December 31, 2006 and 2005, that the Bank met all capital adequacy requirements to which it is subject.
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As of December 31, 2006, the most recent notification from the Federal Deposit Insurance Corporation categorized
the Bank as well capitalized under the regulatory framework for prompt corrective action. There are no conditions or
events since that categorization that management believes would change the categorization. To be categorized as well
capitalized, the Bank must maintain the minimum capital ratios. The Bank’s actual capital amounts (in thousands) and
ratios and minimum requirements are set forth in the table below:

To Be Well
Capitatized
Under Prompt
For Capital Corrective Action
Actual Adequacy Purposes Provisions
Amount Ratio Amount Ratio Amount  Ratio
As of December 31, 2006:
Total Capital (to Risk Weighted Assets) . ................. $40,992 11.1% $29,688 >B% $37,109 >10%
Tier I Capital (to Risk Weighted Assets) ................. $37.260 10.0% $14,844 >4% $22,266 >6%
Tier I Capital (to Average Assets) ....................... $37.260 B.5% $17,561 >4% $21951 5%
As of December 31, 2005:
Total Capital {to Risk Weighted Assets) .................. $37,831 12.1% $25,027 >8% $31,284 >10%
Tier I Capital (to Risk Weighted Assets) ................. $34,516 11.0% 812514 >4% $18,770 >6%
Tier I Capital (to Average Assets) ....................... $34516 9.2% $15,048 >4% $18,811 >5%

The holding company had no activity separate from the Bank's operations during 2006, therefore their ratios would
be the same as the Bank's.

11. EMPLOYEE BENEFIT PLAN

The Bank has a 401(k} Plan to benefit employees. Employees that meet certain age and service requirements may
participate in the Plan. Employees may contribute up to 20 percent of their compensation subject to certain limits based
on federal tax laws. The Bank may make contributions to the Plan as determined by the Bank’s Board of Director’s. For
the years ended December 31, 2006, 2005 and 2004 expense attributable to the Plan amounted to approximately $60,000,
$35,000, and $53,000, respectively.

12. COMMITMENTS AND CONTINGENCIES

To accommodate the financial needs of its customers, the Bank makes commitments under various terms to lend
funds. These commitments include revolving credit agreements, term loan commitments and short-term borrowing
agreements. Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination clauses and
may require payment of a fee. Since many of the commitments are expected to expire without being drawn upon, the total
commitment amounts do not necessarily represent future cash requirements. The Bank evaluates each customer’s
creditworthiness. The amount of collateral obtained, if it is deemed necessary by the Bank upon extension of credit, is
based on management’s credit evaluation of the counterparty. Collateral held includes first and second mortgages on
one-to-four family dwellings, accounts receivable, inventory, and commercial real estate. Certain lines of credit are
unsecured.

The Bank had outstanding commitments to originate commercial and construction loans of approximately $12 million

at December 31, 2006. These commitments were composed of variable rate loans, with interest rates based upon the
prime rate. The commitments included various maturity terms with balloon payments due between one to five years.
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The following summarizes the Bank’s approximate remaining available balance to customers under commitment: to
fund lines of credit at December 31, 2006 (in thousands):

Commitments

Commercial .. ... o e $29,102
Consumerandotherlines ........................... 18,798

$47,900

13. EMPLOYMENT AND CHANGE OF CONTROL AGREEMENTS

The Company has entered into employment agreements with key employees. The employment agreements provide
for one to three-year terms. Commencing on the first anniversary date and continuing each anniversary date thereafter,
the board of directors may extend the agrcements for an additional year so that the remaining terms shall remain one to
three years, unless written notice of termination of the agreements is given by the executive officer. The agreements
provide for severance payments and other benefits in the event of involuntary termination of employment in connection
with any change in control of the Bank. A severance payment will also be provided on a similar basis in connection with
voluntary termination of employment where, subsequent to a change in control, the officer is assigned duties inconsistent
with their position, duties, responsibilities and status immediately prior to such change in control. The severance
payments are defined in each agreement, but in no case exceed 2.99 times the executive officer’s average annual
compensation during the preceding five years. The employment agreements provide for termination by the Bank for just
cause at any time. The Bank has not accrued any benefits under this post-employment agreement.

14, STOCK INCENTIVE PLANS

In accordance with the Company’s two stock option plans, the Company may grant options to its directors, officers
and employees for up to 300,769 (adjusted in October 2005 and June 2003 for six for five stock splits) shares of common
stock. Both incentive stock options and non-qualified stock options may be granted under the Plans. The exercise price of
each option equals the market price of the Company’s stock on the date of grant and grants have a maximum term of ten

years.

The Company adopted the BOC Financial Corp. (“BOCF”) stock option plans at the acquisition date. The BOCF
options granted at the date of the acquisition were converted to options on the Bank’s stock and the exercise price
adjusted in accordance with the conversion ratio. The converted options were vested immediately. The un-granted BOCF
options at the date of the conversion were terminated. The remaining options have a maximum term of ten years from the
original grant date.

The Company adopted Statement of Financial Accounting Standards No. 123(R), Share-Based Payment on
January 1, 2006. Prior to adopting this standard the Company used the intrinsic value method as prescribed by APB
No. 25. Under APB 25, the Company recognized no compensation expense for stock options granted when the exercise
price was equal to or greater than the market value on the grant date. The Company chose to adopt the modifi=d
prospective method to apply FAS 123(R) and therefore has not re-stated prior period amounts. Using the modified
prospective method, the Company is required to record expense for the unvested portion of all options which vest after
adoption of the standard as well as for all options issued after its adoption. The Company did not grant any options in 2005
but has granted 12,500 shares during 2006. The options were granted with a weighted average fair market value of $5.27
per share. The fair value of each option grant is estimated on the date of the grant using the Black-Scholes option-priciag
model. Assumptions for the 2006 computation include risk-free rates of 4.60%, expected life of 7 years, expected
dividends of $.20 per share and expected volatility of 26.19% based on historical stock prices. There were no options
granted in 2005. The weighted average grant-date fair value of options granted in 2004 was $3.50 each.
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Adoption of the standard resulted in a $16,985 pre-tax year to date charge and $10,993 after tax. Had the Company
applied the standard in 2005, compensation expense of $9,033 pre-tax year to date and $5,952 after tax would have been
recorded. Total unrecognized compensation expense related to non vested stock based awards at December 31, 2006 is

approxitnately $77.000 and will be recognized over a weighted average period of 2.83 years.
pp y 24 g ge pe b4

‘ Years Ended December 31,

2005 2004

Net income:

Asreported ... .. ... $2.333 $1,459

ProfOrmIR ..ot e e 2,324 1,453
Eamings per share—basic:

Asteported ... .. e 0.61 0.52

| Proform e 0.61 0.52

Eamings per share—diluted:

Asteported ... Lo 0.59 0.50

ProforIa oo oo e e e e 0.59 0.49

Prior to the adoption of SFAS 123R, the Company presented all tax benefits of deductions resulting from the exercise
of stock options as operating cash flows in the consolidated statements of cash {lows. SFAS 123R requires the cash flows
from the tax benefits resulting from tax deductions in excess of the compensation expense recognized for those options
(“excess tax benefits”) to be classified as financing cash flows. An excess tax benefit totaling $6,000 is classified as a
financing cash inflow for the year ended December 31, 2006. For the years ended December 31, 2005 and 2004 the

benefits would have been $81,000 and $6,000, respectively.

A summary of the status of the Company’s stock option plans is presented below:
2006 2005 2004

Weighted Weighted Weighted

Average Average Average

Exercise Exercise Exercise

Shares Price Shares Price Shares Price

Outstanding at beginning of year . .............. ... .. 288914 % 6.201 327290 $6.10 314320 $ 586

Granted ... ... .. e e 12,500 16.60 — — 17.040 10.59

Exercised . ... ... . . .. e (1,600) 6.37  (38,373) 5.29 {4,070) 6.37
Foreited . ... ... —_ — (3) 6.37 — -

Outstandingatend of year . .................... .. ... 209814 $ 664 288914 §$621 327290 $ 6.10

Optionsexercisable ................ ... o 977080 § 605 275282 $599 310250 § 586

Options Outstanding Options Exercisable
Weighted Weighted
Weighted A\'ernge regate Average Aggregate
Range of Number Average Exercise trinsic Number Exercise ntrinsic
Exercise Prices Ouistnndlng_ Life Price Value Exercisable Price Value
$4.06-$6.00 80,316 2.90 years $ 4.87 $ 794325 80,316 $4.87 $ 794,325
$6.01-$7.00 186,502 1.96 years $ 6.37 1,564,752 186,502 $6.37 1,564,752
$7.01-$16.90 32,996 7.61 years $12.52 73911 10,272 $9.46 54,442
299814 $2.432 988 277,090 $2.413,519
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15. FINANCIAL INSTRUMENTS

The fair value of a financial instrument is the current amount that would be exchanged between willing parties, other
than in a forced liquidation. Fair value is best determined based upon gquoted market prices. However, in many instances,
there are no gqnoted market prices for the Bank’s various financial instruments. In cases where quoted market prices are
not available, fair values are based on estimates using present value or other valuation technigues. Those techniques are
significantly affected by the assumptions used, including the discount rate and estimates of fitture cash flows. Accordingly,
the fair value estimates may not be realized in an immediate settlement of the instrument, Statement of Financial
Accounts Standards 107, Disclosures about Fair Value of Financial Instruments (SFAS 107), excludes certain financial
instruments and all non-financial instruments from its disclosure requirements. Accordingly, the aggregate fair vatue
amounts presented may not necessarily represent the underlying fair value of the Bank.

The following methods and assumptions were used by the Bank in estimating fair value disclosures for financial
instruments:

Cash and Cash Equivalents—The carrying amounts of cash and short-term instriments approximate fair values.
Federal Funds Sold—The carrying amounts of federal funds sold approximate fair values.
Investment Securities—Iair values for securities are based on quoted market prices.

Loans Receivable—For variable-rate loans that reprice frequently and with no significant change in credit risk, fair
values are based on carrying values. Fair values for other loans (e.g., commercial real estate and investment property
mortgage loans, commercial and industrial loans) are estimated using discounted cash flow analyses, using interest rates
currently being offered for loans with similar terms to borrowers of similar credit quality. Fair values for non-performing
loans, as applicable, are estimated using discounted cash flow analyses or underlying collateral values, where applicable.

Bank Owned Life Insurance—The carrying amomnt of hank owned life insurance is the current cash surrender
vahie.

Other Assets—Other asscts include interest receivable and Federal Home Loan Bank stock. The carrying amount of
accrued interest receivable approximates fair value. The carrying value of Federal Home lLoan Bank stock approximates
fair value based on the redemption provisions of the Federal Home Loan Bank.

Deposit Liabilities—The fair values disclosed for demand deposits (e.g., interest and non-interest checking,
statement savings, and certain types of money market acconnts) are, by definition, equal to the amount pa yable on
demand at the reporting date (i.e., their carrying amounts). The carrying amounts of variable-rate, fixed-term money
market accounts and certificates of deposit approximate their fair values at the reporting date. Fair values for fixed-rate
certificates of deposit are estimated using u disconnted cash flow calculation that applies interest rates currently being
offered on certificates to a schedule of aggregated expected monthly maturities on time deposits.

Federal Home Loan Bank Advances—The fair value of the Bank's advances are estimated using discounted cach
Mow analyses based on the Bank's current incremental borrowing rates {or similar types of borrowing arrangements.

Other Liabilities—Other liabilities include accrued interest payable. The carrying amounts of accrued interest
payable approximate fair valne,

Off-Balance-Sheet Instruments—Fair values for off-balance-sheet, credit-related financial instruments are based
on fees currently charged to enter into similar agreements, taking into account the remaining terms of the agreements and

the counterparties’ credit standing.
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The approximate stated and estimated fair values of financial instruments is summarized below (In thousands):

December 31, 2003

Stated Estimated
Amount  Fair Value

December 31, 2006
Stated Estimated
Amount  Fair Value
Financial assets:
Cash and cash equivalents .......... ... . i $ 13,403 $ 13,403
Federal fundssold . . ... ..o e e 6,449 6,449
Investment SECUTtES . ..ottt in i r e ettt e 55,677 55,677
Loans receivable, net . ... ... e 350,823 350,888
Bankowned life insurance ..........ccoiiiiiiiii i 8,937 8,937
TR B85S o v vt oe e ettt e et e e e 4625 4,625
Financial liabilities:
Deposits
Demand . ... .. e 103,552 103,552
T3 1= S U 279,169 279,223
FHLB advances .. oottt et ie e ettt it e iaenaenanns 31,000 31,000
Other Habiliies .. ... o0t e i e e 2 261 2 261

16. PARENT COMPANY FINANCIAL INFORMATION

$ 5155 8§ 5155
17,000 17,600
47,379 47,379

296,612 296,292
5,722 5,722
3,750 3,750

96,753 96,753
229,887 229,980
27,400 27,402
842 842

The condensed balance sheet, statements of income and cash flows for the for the parent company as of and for the

period ended December 31, 2006 are presented below (in thousands}):

CONDENSED BALANCE SHEET

Assets
@Y (T U Ut OSSP OGP $ 211
Investment in wholly owned subsidiary ............ ..o 37,695
O] ASSOUS © . v o oo et ettt e e e e e e e e e e $37,906
Liabilities and Shareholder’s equity:
Other HaBIlIES . .. oottt et e e ittt et eie et ase e ey $ 192
Shareholders’ Equity ...... ... ... i 37,714
Total Liabilities and Shareholder's Equity . ......... .o it $37,906

CONDENSED INCOME STATEMENT

Dividends from subsidiary ............ o $ 392
Equity in undistributed net income of subsidiary ... 681
T 01T e 1= T U U T $1,073
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CONDENSED STATEMENT OF CASH FLOWS

Cash Flows from Operating Activities:
I A T 1L S N
Equity in undistributed net income of subisidiary .................. .. ... ..o

Net Cash provided by operating activities ........... ... ... ... oo i

Cash Flows from Financing Activities:
Proceeds from exercise of stock options ......... ... .. .. o
Cashdividendspaid ...... ... ..

Net cash used by financing activities ......... . .. . ..

Net increase in cash and cashequivalents .. ..... ... ... ... ...
Cash and cash equivalents at beginningof period ... .............. ... .

Cash and cash equivalentsatend of period .. ....... ... ...
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

Not applicable.

Item 9A. Controls and Procedures

Our management, with the participation of our Chief Executive Officer and Chief Financial Officer, has evaluated
the effectiveness of the design and operation of our disclosure controls and procedures in accordance with Rule 13a-15 of
the Securities Exchange Act of 1934 (the “Exchange Act”). Based on their evaluation, the Chief Executive Officer and
Chief Financial Officer concluded that, as of the end of the period covered by this report, our disclosure controls and
procedures were effective in enabling us to record, process, summarize and report in a timely manner the information
required to be disclosed in reports we file under the Exchange Act.

No change in our internal control over financial reporting occurred during the fourth quarter of 2006 that has
materially affected, or is reasonably likely to materially affect, our internal control over financial reporting,

Item 9B. Other Information

Not applicable.
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PART 1INl

Item 10. Directors, Executive Officers and Corporate Governance

Directors and Executive Officers. The information regarding our directors and executive officers under the
headings “Proposal 1: Election of Directors” and “Executive Officers” in our definitive Proxy Statement to be distributed in
connection with our 2007 annual meeting of shareholders is incorporated into this report by reference.

Audit Committee. The informmation regarding the Audit Committee of onr Board of Directors under the captions,
“Conumnittees of Our Board—General” and “-Audit Committee” in our definitive Proxy Statement to be distributed in
connection with our 2007 anumal meeting of shareholders is incorporated into this Report by reference.

Audit Committee Financial Expert. The information regarding our Board of Directors” determination that our
Audit Committee includes at least one independent director who is an “andit committee financial expert” under the
caption “Audit Committee—Audit Committee Financial Expert” in our definitive Proxy Statement to be distributed in
connection with our 2007 annual meeting of shareholders is incorporated into this Report by reference.

Section 16(a} Beneficial Ownership Reporting Compliance. Information regarding compliance by our
directors, executive officers and principal shareholders with the reporting requirements of Section 16(a) of the Securities
Exchange Act of 1934 under the caption “Section 16{a) Beneficial Ownership Reporting Compliance” in our definitive
Proxy Statement to be distributed in connection with our 2007 annual meeting of shareholders is incorporated inte this
Report by reference.

Code of Ethics. Information regarding the Code of Ethics adopted by our Board of Directors that applies to our
directors and to all our executive officers, including without limitation our principal executive officer and pritcipal
financial officer, under the caption “Code of Ethics™ in our definitive Proxy Statement to be distributed in connection with
our 2007 annual meeting of shareholders is incorporate into this Report by reference.

Item 11. Executive Compensation

Information regarding compensation paid or provided to our executive officers and directors under the headings
“Compensation Discussion and Analysis”, “Executive Compensation” and “Director Compensation” in our definitive I'roxy
Statement to be distributed in connection with onr 2007 annual meeting of shareholders is incorporated into this Report
by reference.

Item 12, Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

Beneficial Ownership of Securities. Information regarding the beneficial ownership of our common stock by our
directors, executive officers and principal shareholders under the caption “Beneficial Ownership of Our Commeon Stock”
in our definitive Proxy Statement to be distributed in connection with our 2007 annual meeting of shareholders is
incorporated into this Report by reference.

Securities Authorized for Issuance Under Equity Compensation Plans. The table summarizing all
compensation plans and individual compensation arrangements which were in effect on December 31, 2006, and under
which shares of our common stock have been authorized for issuance under the caption “Shares Currently Authorized for
Issuance Under Our Existing Stock Option Plans” in our definitive Proxy Statement to be distributed in conmection with
our 2007 annual meeting of shareholders is incorporated into this Report by reference.

Item 13. Certain Relationships and Related Transactions, and Director Independence

Related Person Transactions. Information regarding transactions between us and our directors, executive officers
and other related persons under the caption “Transactions with Related Persons” in our definitive Proxy Statement to be
distributed in connection with our 2007 annual meeting of shareholders is incorporated into this Report by reference.

Director Independence. Information regarding owr independent directors under the caption “Corporate
Governance—Director Independence” in our definitive Proxy Statement to be distributed in connection with our 2007
annual meeting of shareholders is incorporated into this Report by reference.

57




Item 14. Principal Accounting Fees and Services

Information regarding services provided and fees charged to us by our independent accountants under the caption
“Services and Fees During 2006 and 2005” in our definitive Proxy Statement to be distributed in connection with our 2007
annual meeting of shareholders is incorporated into this Report by reference.

Item 13. Exhibits and Financial Statement Schedules
{(a) Financial Statements. The following financial statements are included in Item 8 of this Report:

Report of Independent Registered Public Accounting Firm . ...... .. ... oo oo 35
Consolidated Balance Sheets—December 31, 2008 and 2005 .. ... ... .. ittt et 36
Consolidated Statements of Income for the years ended December 31, 2006, 2005 and 2004 .. ... ... 37
Consolidated Statements of Changes in Stockholders’ Equity for the years ended December 31, 2006, 2005 and

b2 38
Consolidated Statements of Cash Flows for the years ended December 31, 2006, 2005and 2004 ................. 39
Notes to Consolidated Financial Statements—December 31, 2006 and 2005 and 2004 ... ............ ... ... ... 40

(b) Exhibits. The exhibits listed on the Exhibit Index that appears immediately following the signature page are being
filed or furnished with, or incorporated by reference into, this Report.

(c) Financial Statement Schedules. No separate [inancial statement schedules are being filed as all required

schedules either are not applicable or are contained in the financial statements listed above or in Item 7 of this
Report.
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SIGNATURES

In accordance with Section 13 or 15(d} of the Securities Exchange Act of 1934, we have caused this Report to be
signed on our behalf by the undersigned, thereunto duly authorized. .

BANK oF THE CAROLINAS CORPORATION

Date: March 28, 2007 By: /s/ _RoBERT E. MARZIANO

Robert E. Marziane
Chairman and Chief Executive Ofiicer

In accordance with Section 13 or 15(d) of the Securities Exchange Act of 1934, this Report has been signed below by
the following persons on our behalf and in the capacities and on the dates indicated.

Signature Ti_tle Date
/s’ RoBERT E. MARZIANO Chairman and Chief Executive Officer March 28, 2007
Robert E. Marziano (principal executive officer)
/s _Gronrge E. JORDAN President and Chief Operating Officer March 28, 2007
George E. Jordan
/s/  STEPHEN R. TALBERT Vice Chairman March 28, 2007
Stephen R. Talbert
/s ERIC E. RHODES Senior Vice President and Chief March 28, 2007
Eric E. Rhodes Financial Officer (principal financial
and accounting officer)
/s/ JERRY W. ANDERSON Director March 28, 2007
Jerry W. Anderson
/s/  ALAN M. BAILEY Director March 28, 2007
Alan M. Bailey
/s/  WILLIAM A. BURNETTE Director March 28, 2007
William A. Burnette
/s/ Jonn A. DRYE Director March 28, 2007
John A, Drye
/s/  Tuomas G. FLEMING Director March 28, 2007
Thomas G. Fleming
fs/ Joun W. Googr. Director March 28, 2007
John W. Googe
/s/ HeNmy H. LAND Director March 28, 2007
Henry H. Land
/' STrRVEN G. LAYMON Director March 28, 2007
Steven G. Laymon
/s/  Grapy L. MCCLAMROCK, [R. Director March 28, 2007
Grady L. McClamrock, Jr.
/s/ FrRancis W, SLATE Director March 28, 2007
Francis W. Slate
/s LYNNE SGOTT SAFRIT Director March 28, 2007
Lynne Scott Safrit
/s/ MicnaeL D, LARROWE Director March 28, 2007

Michael D, Larvowe
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EXHIBIT INDEX

Exhibit
Number Description
3.01 Our Articles of Incorporation, as amended (incorporated by reference from exhibits to our Current Report on
Form 8-K dated August 18, 2006)
3.02 Our By-laws, as amended (incorporated by reference from exhibits to our Current Report on Form 8-K dated

August 18, 2006 )

10.01°  Employment Agreement between us and Robert E. Marziano (incorporated by reference from exhibits to our
Current Report on Form 8-K dated August 18, 2006)

10.02* Employment Agreement between us and George E. Jordan (incorporated by reference from exhibits to our
Current Report on Form 8-K dated August 18, 2006)

10.03*  Employee Stock Option Plan (incorporated ly reference from exhibits to our Current Report on Form 8-K
dated August 18, 2006)

10.04° Form of Employee Stock Option Agreement (incorporated by refercnce from exhibits to our Current Report
on Form 8-K dated August 18, 2006)

10.05° Director Stock Option Plan, as amended (incorporated by reference from exhibits to our Current Report on
Form 8-K dated August 18, 2006)

1006°  Form of Director Stock Option Agreement (incorporated by reference from exhibits 1o our Current Report
on Form 8-K dated August 18, 2006}

1007°  Sections 1.2(g) and 2.5 of Agreement and Plan of Reorganization and Share Exchange dated June 1, 2006,
between us and the Bank pertaining to our assumption of the Bank's Employee Stock Option Plan, Director
Stock Option Plan and outstanding stock options (incorporated by reference from exhibits to our Current
Report on Form 8-K dated August 18, 2006)

10.08° BOC Financial Corp 1999 Nonstatutory Stock Option Plan (incorporated by reference from exhibits to our
Current Report on Form 8-K dated August 18, 2006)

10.09°  BOC Financial Corp 1999 Incentive Stock Option Plan (incorporated by reference from exhibits to our
Current Report on Form 8-K dated Angust 18, 2006)

10.10° Section 6.07 of Agreement and Plan of Reorganization and Merger dated July 20, 2001, between the Bank
and BOC Financial Corp pertaining to the Bank’s assumption of outstanding BOC Financial Corp
(incorporated by reference from exhibits to our Current Report on Form 8-K dated August 18, 2006)

10.11°  Option Conversion Agreements relating to stock options previously granted by BOC Financial Corp and held
by former directors of BOC Financial Corp as assumed by us from the Bank (incorporated by reference from
exhibits to our Current Report on Forin 8-K dated August 18, 2006}

23.01 Consent of Dixon Hughes PLLC (filed hereswith)

31.01 Certification of our Chief Executive Officer pursuant to Rule 13a-14(a) (filed herewith)

31.02 Certification of our Chief Financial Officer pursuant to Rule 13a-14(a) (filed herewith)

32.01 Certifications of our Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350
(filed herewith)

99.01 Our definitive Proxy Statemnent (being filed scparately)

An asterisk denotes a management contract or compensatory plan or arrangement.
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COPIES OF EXHIBITS ARE AVAILABLE UPON REQUEST TO:

ERIC E. RHODES
CHIEF FINANCIAL OFFICER
BANK OF THE CAROLINAS
P.O. BOX 129
MOCKSVILLE, N.C. 27028

This Annual Report on Form 10-K also serves as the annual disclosure statement
of Bank of the Carolina pursuant to Part 350 of the
Federal Deposit Insurance Corporation’s Rules and Regulations.
THIS STATEMENT HAS NOT BEEN REVIEWED OR CONFIRMED FOR ACCURACY OR
RELEVANCE BY THE FEDERAL DEPOSIT INSURANCE CORPORATION.




